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INTRODUCfiON

ha The ~ajor comprehensive tax system in the United States is a hybrid
r Th
t t combmes elements of an income tax and a consum t'
· 1 d·o:
b
p 1on tax.
e
essent1a Inerence
etween
an
income
and
a
·
·
·
. the
consumption tax rs m
f
.
2
tre~tme~t o savmgs. Specifically, an income tax includes the yield on
~v~ngs m the t~ base w~ereas a consumption tax excludes it. 3 Thus, the
tax system IS a hyb~d because the yield on savings is neither taxed at
as ~h a rate as earned mcome nor is it exempt from taxes. 4 Although in
practice every tax system is a hybrid, s for decades commentators have
debated the relative
merits of the income and consumPt'ron tax. Recent1y
ha
commentators ve come to realize that a hybrid tax is not only a matter of

.hi

I. Henry J. Aaron et al In!Toduction
u
eoMPROMISE:
·
INCOME-CoNSUMmON TAX 1
to NEASY
PROBLEMS OF A HYBRID
PROMISE)· Willr'am D And ' A(He~!: Aaron et a!. eds., 1988) [hereinafter UNEASY CoM•
·
rews,
vuruumption-T.....,
Cash Flow ,
HARv. L. REv. 1113, 1120 (1974).
Jr- ur
rersonal Income Tax, 87
2. Aaron et a!., supra note 1, at I.
3. Id.
4. David F. Bradford, The Economics of Tax Policy Jj
d
.
.
AND CAPITAL FORMATION 11, 15-19 (Geo e
owm Savmgs, m THE GoVERNMENT
Consumption Tax: An ItW! Whose Time Has~,v~~~:~=~j'sl980); Don Fullerton, The
5. Aaron eta!., suJn'a note 1, at l.
·•
• 438 (1985).
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political necessit-y but might also be an efficient and normatively desirable
tax system. 6
However desirable some form of hybrid tax might be, the present
hybrid has justifiably been the target of much criticism.7 The criticism
arises from inconsistencies in the existing hybrid that promote unfairness
and inefficient decisionmaking. 8 Thus, because there is widespread agreement that the existing hybrid is grossly inefficient and unfair and because
there is no consensus, scholarly or political, in favor of either pole, it follows that a new hybrid is needed. This Article seeks to direct scholarly
attention away from both matginal improvements in the existing hybrid
and the debate over whether there should be an income tax or a consumption tax towards large-scale redesign of the hybrid.
This Article describes and evaluates three hybrid taxes as replacements
for the existing comprehensive hybrid tax system. All three hybrids have
the income tax at one pole and the consumption tax at the other pole and
by simply varying one parameter policymakers can choose any point in the
continuum between the two extremes. Although the first hybrid, which
has received the most attention, is administratively impractical because it
would require difficult appraisals by administrative authorities, the last two
hybrids would be relatively easy to implement. In this Article, I argue that
adopting either of the last two hybrids would simplify the tax system and
eliminate the inconsistencies that ate the target of so much criticism. The
result would be a more efficient and fairer tax system that is both easier to
implement and less subject to abuse.
6. William D. Andrews & David F. Bradford, Savings Incentit~es in a Hybrid Income Tax, in
UNEASY CoMPROMISE, sUJn'a note 1, at 269, 269-97; Bradford, supra note 4, at 20-28; Edward].
McCaffery, Tax Policy Under a Hybrid Income-Consumption Tax, 70 TEx. L. REv. 1145 (1992);
Deborah M. Weiss, Can CApital Tax Policy Be Fair? Stimulating Sailings ThrouP Differentiated Tax
Rates, 78 CoRNEU. L. REV. 206 (1993). Earlier suggestions that some form of hybrid might be
desirable can be found in Professor Andrew's writings. See, e.g., Andrews, sUJwa note 1, at
1185-88; William D. Andrews, Fairness and the Personal Income Tax: A Rep!., to Professur Wtll'Tetl,
88 HARv. L. REv. 947, 958 (1975); William D. Andrews, What's FaiT About Death Taxes?, 26
NAT'L TAX J. 465, 465-66 (1973).
7. See infra Part IV.B.
8. DAVID F. BRADFORD, UNTANGLING THE INCOME TAX 188-90 (1986); Henry J. Aaron
& Harvey Galper, A Tax on Consumption, Gifts and Bequests and Other Strategies fur &form, in
OmONS FOR TAX REFORM 106, 106 Ooseph A. Pechman ed., 1984); Aaron eta!., sUJwa note 1,
at 1; Don Fullerton eta!., Replacing the U.S. Income Tax with a Progressive Consumption Tax, 20 J.
PUB. ECON. 3, 22 (1983).
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Hybrid Taxation

The rest of this Article is organized as follows. Part I outlines the
qualities that a hybrid tax should have. Part II describes the income and
consumption tax poles through a simple one-period investment example,
and Part III describes the tax poles' treatment of long-lived assets. Part N
provides the normative arguments in favor of a hybrid tax of some form and
describes the Haws in the current hybrid. Parts V through VII each describe and evaluate a different alternative hybrid.

system can be postponed in designing a hybrid. 13 From the tax literature,
I have compiled a list of what I consider to be five highly desirable qualities
for a hybrid. Although highly desirable, they are not likely to be controversial. 14 They are as follows:
Neutrality-A neutral tax system is one in which taxes do not induce
any investments with lower before-tax rates of return, while failing to
induce other independent investments with higher before-tax yields. 15
Neutrality increases wealth and promotes both fairness and efficiency. 16
When investments are taxed inconsistently, neutrality is lost. Because
after-tax risk-adjusted returns are equated at the margin, more heavily taxed
investments must have a higher total return than less heavily taxed investments. Thus, some lightly taxed investments will be made with lower total
rates of return whereas some heavily taxed investments with higher total
returns are foregone. Because the lack of neutrality in the present system is
the target of the chorus of criticisms directed towards the status quo, neutrality is a very important goal for any hybrid. 17
Tractability-The tax system should be simple to implement and
enforce. It should operate with minimal need for appraisals or allocations
by taxpayers and government authorities. This will permit fair and n~nar
bitrary implementation, as well as reduce administration and comphance
costs.
Fiscal Policy-The tax system should permit policymakers to distin·
guish new investment from old investment so that they can encourage new

I. THE FIVE DESIRABLE DiARACTERISTICS FOR A HYBRID

Commentators typically say that a tax system should be fair, efficient,
9
and administrable. Because these qualities are all highly abstract, that list
is more useful in providing a structure for thinking about the characteristics
a tax system should possess than it is in evaluating concrete proposals for
reform. Not surprisingly, there is substantial debate and disagreement
about both the application of each quality10 and the trade-offs to make
11
The hard work is in giving content to these categories
between them.
and making trade-otfs across them.
The difficult policy trade-off's that must be made in choosing the single
best tax system suggest that fiexibility is a virtue in designing a hybrid that
encompasses a family of tax systems. Designing a hybrid is an easier task
than establishing the single best tax system because many of the most
important and difficult trade-offs can be left to those who will eventually
implement the new hybrid. 12 Thus, for example, the amount of revenue
raised by the tax and the progressivity of the rate schedule, both important
and highly-charged tax policy issues, can be ignored for now because the
hybrids accommodate the full range of these possibilities. Most important,
the debate over the proper treatment of savings can also be avoided, because each hybrid encompasses the income pole, the consumption pole, and
everything between. Thus, many difficult issues in designing an ideal tax

13. Some issues are extraneous. For example, the debate over the appropri~te tax treatment
of medical expenses and business entertainment can be ignored for now because 1t does not relate
to the line between consumption and saving.
.
14. Other qualities that might be considered highly desirable were c?ntrovers~al.' such as
whether taxes should be painless or painful to collect, which would make It easy or ditlicult to
increase taxes. See generally Edward J. McCa1fery, Cognitive Theory and Tax, 41 U~ L._ R~.
1861 (1994). Others that were not controversial were not useful in evaluating or d1songuishmg
among the hybrids because they were unrelated to the tax trea~ent of savings. For example, a
tax system should be publicized in order to give taxpayers notl~e. of the rules so that they can
assess their liabilities and order their affairs in light of those proviSIOns.
15. Pamela B. Gann, Neutral Taxation of Capital Income: An Achietlabk Goal!, 48 LAw &
CoNTEMP. PROBS. 77, 108 (1985).
. ,
16. For a discussion of the unfairness and inefficiency that is a result of the current hybnd s
lack of neutrality, see infra notes 120-157 and accompanying text.
17. See Gann, supra note 15, at 81.

9. John B. Shoven & Paul Taubman, Saving, Capital Income and Taxation, in THE EcoNOMICS OFTAXAl_lON 203, 203-04 (Henry]. Aaron & Michael J. Boskin eds., 1980).
10.. See, e.g., mfra notes 104-105 and accompanying text (disc~ssing the debates over whether the mcome tax or the consumption tax is fairer or more efficient).
II. Compare Boris l. Bittker, Equit,, Efficiency, and Income Tax Theory: Do Misallocations
Drive Out I~!, 16 SAN _DIE?? L. REv, 735 (1979) with Martin J. McMahon, Jr., Individual
Tax &form for Fa1mess and SimpllCiry, Let Economic Growth Fend for Itself, 50 WASH. & LEE L

REv. 459 (1993).

'
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12. A hybrid should be able to accommodate a fair, efficient, and administrable tax system,
whatever that is.
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investment without reducing taxes. on preexisting investment. 18 The ability to change the tax treatment for new investment without changing the
tax treatment of preexisting investment ensures that tax reductions will
provide the greatest amount of stimulus for each dollar of reduced tax reve19
nue.
In general, a tax system that can distinguish between new and old
investment facilitates the use of :fiscal policy, one of government's major
economic tools for stabilization and growth. 20
Transparency-A tax system is transparent when the effect of different
rules is easy to see and to trace. Both policymakers and taxpayers should
understand how the tax system operates. 21 The latter to encourage respect
and voluntary compliance; the former to facilitate the elimination, or at
least the reduction, of inequities and inefficiencies. Transparency is lost
when conflicting rules are layered upon one another.
Progressivity-The tax system should permit the implementation of
both fiat and progressive tax regimes. u The implementation of progressive
tax regimes should not compromise the other criteria. The principal threat
from progressivity is to neutrality, which is lost when individuals face different tax rates at different times.
The above five criteria are used to evaluate various tax systems. Over
the course of the next two parts, the two extremes, the income and con18.

See, e.g., GEoRGE HATSOPOULOS ET AL., OVERCONSUMPTION: THE CHA!.u:NGE TO

U_.S. EcoNOMIC POLICY {American Business Conference Working Paper, 1989); Mervyn A
King, 'The Ouh Flow Corporate Income Ta:c, in THE EFfEcrs OF TAXATION ON CAPITAL AccuMULATION 377, 390-92 {Martin Feldstein ed., 1987). But see Daniel Feenberg, Comment, in THE

EfFEcrs_OF T~~ ON ~~l ACUIMULATION, supra, at 398, 399-400. The di11iculty
that busmesses mcur tn plannmg mvestment strategies in the face of changing tax laws is the
cause of much frustration. Rick Wartzman, Whetha Of" Not They Bene/it, Companies Decry Instability in the Tea: Law as a BarrieT to Planning, WALL ST.]., Aug. 10, 1993, at A16.
. 19. The fiscal policy ;criterion also allows the reverse policy to be adopted. By distinguish·
mg between old and new investment, policymaken can increase taxes on new investment with·
out increasing taxes on existing investment. That will ensure that tax increases will provide the
greatest amount of breaking for each dollar of increased tax revenue Such tax increases are
intended to light inllation.
20. See RICHARD A MUSGRAVE &. PEGGY B. MuSGRAVE, PUBLIC FINANCE IN THEoRY
AND PRACTICE 216 (5th· ed. 1989).
.
21. Of coune, policymaken need a better undentanding than taxpayers.
. 22. Joseph Bankman :md Thomas ?'ifiith argue that under reasonable economic assumptions most normative theones would requrre a progressive schedule of tax rates. Joseph Bankman
&. Thomas Gri11ith, Social Welfare and the Rate StTuctvTe: A New Look at Progressive Ta:cation, 75
CAL. L. REv. 1905 (1987). This sentiment is widely shared as evidenced by the progressivity of
the tax law, both currently and throughout its history.
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sumption taxes; are described and assessed using the five criteria; Part N
shows that the current hybrid does not meet all five criteria; and in each of
the following three parts, a comprehensive hybrid tax is described and
assessed using the criteria. The principal result reported in this Article is
that because the last two hybrids meet all five criteria whereas the first
hybrid fails to meet the tractability and fiscal policy criteria, the first hybrid
is a poor model for reform of the tax system, whereas the last two hybrids
provide direction for possible reform.
II.

INCOME AND CoNSUMPTION POLES

Part II describes the income and consumption tax poles and how they
differ. This part begins by providing a simple investment example and by
introducing two investment rules. The two poles are then illustrated using
that example and those rules.
An easy way to understand the difference between the income and
consumption poles and among the different kinds of income and consumption taxes is through a simple, but profitable, one-period investment projeet. Assume that the risk-free rate of return in the economy is 20%, compounded annually, and consider an investor who has the opportunity to
invest $100 in a project today (time 0) that will in one year (time 1) pay
$150 with certainty. It is obvious that if the investor has $100 to invest,
she should undertake the project, instead of putting the $100 in the bank,
because she will have $30 more ($150 instead of $120) at the end of the
year.
As illustrated in Figure 1, the return from the investment (the right
bar) can be decomposed into three elements. Of the $150 the investor
receives at the end of the year: (1) $100 is the return of her original investment;23 (2) $20 is the ordinary return, or what she could earn by depositing the money in the bank; and (3) $30 represents the excess return, what
she earns by investing in the project over and above what she could earn by
depositing the money in the bank. Because the excess return is positive,
the project is an attractive alternative to depositing $100 in the bank.

23.

The original investment is (a) in the left bar of Figure 1.
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(a) Original Investment
(3)

I

(1) Return of Captial

(b)

(a)

(b) NPV of Investment

(2)

(2) Ordinary Return

(1)

(3) Excess Return

0

Time

Figure 1-The Return on a Simple Investment
Granted that the investment is attractive if the investor has $100 to
invest, should she forego the opportunity if she does not have the money?
Not if she could borrow $100 by paying 20% interest. Even if she wants to
spend as much as she can today, the investment would still be attractive
because she could spend $25 more today than if she completely forgoes the
investment. She could borrow $125, invest $100 in the project, and spend
$25. At the end of the year, she will owe $150,24 which she can repay
with the project's payoff.
The extra $25 that the investor can spend now by undertaking the
project is the project's net present value (NPV) (in Figure 1, b) and represents the increase in her current wealth from undertaking the project.
Thus, to maximize her wealth, the decision rule she should adopt is to
accept all positive NPV projects and reje~t aU negative NPV projects;
among mutually exclusive projects, she should choose the one with the
24.

The $150 owed consists of $125 principal and $25 (20% of $125) interest.
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highest NPV. 25 That investment decision rule, which is called the NPV
rule, 26 is not the only guide for investment decisions.
- When the candidate projects are very simple with an initial cash outflow and a payoff at a single date, the investor can look at the excess return
(in Figure 1, 3). Because the NPV is the excess return discounted to the
present, it follows that if the excess return is positive, the NPV is positive,
and vice versa. Therefore, in order to select projects that increase her
wealth and avoid projects that reduce it, the investor should accept projects
that have a positive excess return and reject those that have a negative
excess return. Unfortunately, for investments with more than two cash
flows terms, she cannot simply look to the excess return because an investor
is likely to have an excess return in some periods but not in others.
Instead, she should use the multi-period version of the excess return rule
known as the internal rate of return (IRR) rule.
The IRR is the discount rate for which the project has an NPV of 0.
The project's IRR is then compared to the discount rate for projects of the
same risk. 27 If the IRR exceeds the discount rate, the project is accepted;
if the IRR is less than the discount rate, the project is rejected. 28 The discount rate is sometimes called the hurdle rate because that rate partitions
candidate investment projects between acceptable and unacceptable investments.
There are some inconsistencies between the IRR and NPV rules, and
where the two conflict the correct answer is always given by the NPV
rule. 29 However, for an independent investment project where the cash
25. An investor who can borrow and lend at the market interest rate should invest in projects that maximize her wealth. For such an investor wealth maximization is the appropriate
investment goal, regardless of when she wants to consume, because she can shift consumption
through time at no cost by borrowing or lending. STEpHEN A. Ross ET AL., CoRPORATE
FINANCE 55-59 (Jd ed. 1993).
26. Id. at 77-105.
27. This is the same discount rate as is used in the NPV rule.
28. Ross ET AL., supra note 25; at 164.
29. When compared to the NPV rule, the IRR rule has four distinct shortcomings, two
general and two that apply only to mutually exclusive projects. First, the IRR rule assumes that
the subject is always investing. If the subject is borrowing, the IRR rule should be the exact
opposite: Accept the project when the IRR is less than the discount rate and reject the project
when the IRR is greater than the discount rate.
Second, the IRR rule cannot be used when the project produces alternating negative and
positive cash flows because there are multiple IRRs. For example, a project with an initial negative cash flow of $200, then a positive cash flow of $460, and finally a negative cash flow of $264
has two IRRs: 10% and 20%. For this project, the NPV is positive only when the discount rate
is between the two IRRs.
The next two problems, those of scale and timing, apply only to mutually exclusive projects.
The IRR rule can lend an investor to choose a smaller project with a higher IRR over a larger

r
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outflow is followed only by cash in1lows, such as above, the two rules produce identical results. 30 Applying the IRR rule to the example, the project requires an investment of $100 and produces $150 at maturity. Thus,
the investment has an IRR of 50%.31 Because the IRR (50%) exceeds the
discount rate (20%), the project should be accepted.
The preceding simple example and the IRR and NPV of an invest~
ment are used immediately below to illustrate the different tax poles. The
two investment rules are also used later in this Article to describe the
hybrids. Specifically, the IRR is used to illustrate how taxes affect hurdle
rates for investments, the minimum before~tax return an investment must
produce to be accepted. The hurdle rate, adjusted for risk, is a simple
means of defining a t:ax system, and so it is used to describe each hybrid in
terms of its poles. The NPV is used to illustrat~ how tax systems can differ
in their treatment of the ordinary return and the NPV of an investment.
Understanding how alternative tax systems treat the ordinary return and
the NPV is important because the ordinary return is easy to identify and
isolate from the rest of the taxpayer's earnings, whereas the NPV is not.
This makes it feasible to implement a hybrid that reduces the effective tax
rate on the ordinary return, but impractical to implement a hybrid that
reduces the tax rate on the NPV. It is this failure that undercuts the most
frequendy proposed hybrid replacement for the current hybrid.
pr0 ject with a higher NJ'V. For example, consider two projects, one which costs $10 and imJne..
diately reqnns $20 and another which costs $100 and immediately returns $150. The IRR rule
aays choose the ~t project, ~use iu IRR of 100% exceeds the second project's IRR of 50%.
However, the second project has a higher NPV: $50 as OPposed to $10.
The last major compUcation with the IRR rule, the timing problem, is similar to the scale
problem. The timing problem arises when two investmenu have IRRs above the discount rate
but the investment with the lower IRR will continue paying the above market rate for a larger
time. Consider the following two projecu:

To
PROJECT A -$1000
PROJECT B -$1000

T1
T1
$1200
$0
$180 $1180

IRR
20%
18%

Project A has a higher IRR, 20%; however, depending on the discount rate, project B might
be a better investment. For example, when the discount rate is 10%, project A has an NPV of
$90.91, whereas project B has an NPV of $236.36. Unless the discount rate is very high, the
NPV of project B will exceed that of project A even though project A has a higher IRR. Id. at
165-75.
30. The two rules produce identical resulu when .there is a series of cash oudlows followed
by a series of in11ows and where the decision is whether to accept or reject independent projecu.
Id. at 170.
31. The IRR of 50% is derived by solving for IRR in the following equation:
0 (NPV) = -$100 + $150/(1 + IRR).
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A. The Income Pole
A common way of thinking about the income pole is as a double tax
on savings. As first observed by John Stuart Mill, income that is earned
and consumed is subject to a single level of tax, whereas income that is
earned and invested is subject to two levels of tax.32 For example, a tax~
payer in the 30% tax bracket will have to earn $142.86, paying tax of
$42.86, to have $100 after~taxesY If the taxpayer then spends the re~
maining $100 on consumption, there will be no further tax on the transac~
tion. Another taxpayer in the same 30% tax bracket who also earns
$142.86 can invest $100 _i!). the project after paying taxes. However, this
taxpayer will pay an additional $15 tax on the $50 yield on the invest~
ment. 34 The use of after~tax dollars to make the investment. and the taxation of the return on the investment constitute the double tax on savings.
The double tax is a misnomer in the sense that the $100 in savings is not
taxed twice; only the $50 yield is subject to a second level of tax.
The double tax on savings is a consequence of the Haig~Simons defini~
tion of income. As expressed by HerirY Simons, this principle defines the
tax base as "the algebraic sum of (1) the market value of rights exercised in
consumption and (2) the change in the value of the store of property rights
between the beginning and the end of the period in question. "35 This
definition of income as the sum of consumption plus the net increase in
savings is simply an accounting identity. All income is divided into consumption and savings; there are no other uses for income. The double tax
on savings arises because the second part of the tax base would include
both savings and the earnings on previous savings.
The income extreme also requires that income be measured as it
accretes. That is, at the end of each period, taxpayers would be taxed on
the change in value of their investment portfolio. 36 Thus, in the example
32. jOHN S. MILL, PRINCIPLES OF POLIDCAL EcoNOMY 814 (Sir William Ashley ed.,
Augustus M. Kelley Publishers 1973) (1848).
33. The required earnings are calculated by solving the following equation for Earnings:
Earnings (1 - .3) = $100. Thus, $142.86 {Earnings) = $100/(l- .3).
34. The example assumes that the gain is taxed as ordinary income, not at the preferential
rate for capital gains. This would occur, for example, if the invesanent were in inventory later
sold at a profit. The assumption that income is taxed at ordinary income rates is used throughout, because the hybrids proposed in this Article would eliminate any need for capital gains relief
to reduce the tax law's discouragement of investment.
35. HENRY C. SIMONS, PERSONAL INCOME TAXATION 50 (1938).
36. The Haig·Simons definition of income is incomplete in that it does not define an assessment period, and accretion taxes with different assessment periods can have different economic
consequences. Jeff Strnad, Periodicit, and Accretion Taxation: Norms and Implementation, 99 YALE
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described above, the taxpayer would have $25 taxable income when the

~nvestment is made (the NPV of the project) and another $25 taxable
mco~~ one ye:V later when the investment appreciates from $125 to
$150.
Asswrung a Bat 30% tax, she will pay $7.50 tax at time 0 and
another $7.50 tax at time 1. Discounting at 20% the tax paid at time 1
the present value of the total tax burden is $13.75.38 Thus, the after-t~
NPV of the investment, the difference between the before-tax NPV of $25
and the present value of the tax burden, $13.75, is $11.25 with an accretion tax.
For investments that are traded on organized exchanges, such as stocks
:md options, the accretion income extreme would be relatively simple to
tmplement because their market prices can be ascertained from the financial pages of the daily paper.39 However, for rarely traded and unique
assets, implementation would be more difficult. It is possible, albeit expensive, to appraise a house; it is much more difficult and expensive to appraise
an art collection or an interest in a professional practice. 40 Although the
Supreme Court in Eisner v. Macomber held that income could not be taxed
without a realization event, 41 commentators generally agree that there are
no constitutional
restrictions on when income is recognized for tax pur42
poses. Congress, if it so chose, could tax unrealized income, as it does in
43
a few isolated instances.
That Congress does not choose to do so is
simply a matter of administrative convenience. Because of the numerous
l.J.

1817' 1861 (1990).

37.. Th~ appreciation occurs because the receipt of $150 is no longer a year away but will
occur munedtately.
38. The present value of the tax burden is calculated as follows: $13.75 (PV tax burden)=
$7.50 + $7 .50/1.2.
39. The income on any investment is the difference between the closing price on December
31 of the. current year and its. closing price from the last day of the previous year. Summing
acr?ss ~II Investments and netting losses against gains yields the change in value of the portfolio,
~htch IS the amount subject to tax. See David Slawson, Taxing As Ordinary Income the Appreciatton of Publicly Held Stock, 76 YALE L.J. 623 (1967).
~· In addition, accuracy would ~e very important because tax liability would depend on the
appraised value. However, there are likely to be large variations in appraised values
41. 252 u.s. 189 (1920).
.
.
42. See MARVIN A. CHIRELSTEIN, FEDERAL INCOME TAXATION; A GuiDE TO THE LEADING
CAsES AND CoNCEPTS, 5.01, at 71 (7th ed. 1994).
~ 3. Section 1256 provides for accrual taxation treatment for regulated futures contracts,

foreign currency contracts, non-equity options, and dealer equity options. These contracts are
tr~ated as so~d for the~r fair market value on the last business day of the year, with the resulting
~am or loss mcluded .m taxable income. l.R.C. § 1256 (1988). This tax treatment of certain
Investment contracts IS commonly referred to as mark-to-market. Section 1256 further provides
that 40% of the gain or loss shall be treated as short-term capital gain or loss and 60% as longterm capital gain or loss. Id.
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intractable problems involved in appraising all kinds of tangible and intan·
gible assets with unique characteristics that are rarely traded, the income
tax contains a broad realization requirement. 44 That realization require·
ment plays a major role in this Article; the hybrids described in this Article
are all combinations of such an income tax and various forms of the consumption tax. 45
As applied to the above example, the income tax with a realization
requirement would not subject any increase in value to tax until the investment pays off at time 1. At that time, the investor pays tax on $50, the
gain on the investment. Assuming a 30% tax rate, the investor pays $15
tax. Discounted at 20% to time 0, when the investment was made, the tax
burden is $12.50. 46 Thus, the after-tax NPV is $12.50 with a realization
income tax, which is $1.25 more than with an accretion tax. 47
The investment decision can also be made using the IRR rule. Since
the investor's after-tax discount rate is 20%, she should compare the aftertax IRR to this amount. Starting with the realization income tax, the
investment still costs $100 and the return is still $150 before tax but only
$135 after-tax. Thus, the investment has an after-tax IRR of 35%. 48
With the accretion tax, the after-tax IRR is slightly less, only 33%, because
of the accelerated tax liability. 49 In either case, the after-tax IRR exceeds
the after-tax discount rate, 20%, and so the investment should be accepted.
The after-tax IRR only measures the private (or after-tax) rate of
return. The total return, commonly called the social (or before-tax) return,
is still 50%. However, a portion of that return is captured by the government through taxes, leaving less for the investor. The hurdle rate for
44. CHIRELSTElN, supra note 42, , 5.01, at n. Another reason sometimes offered for in·
eluding a realization requirement in the tax law is that many taxpayers w.ou~d not ha~e the ~ash
to pay the tax on the appreciated property and so would be forced to hqu~ate. therr h?ldtngs,
perhaps at unfavorable terms, to satisfy the tax obligation. Id. The broad reahzatton requrrement
in the U.S. income tax appears at l.R.C. § 1001 (1988).
45. Thus, the hybrids cannot eliminate inconsistencies that arise because of the realization
requirement.
46. The present value of the tax burden is calculated as follows: $12.50 (PV tax burden) =
$15/1.2.
47. The tax burden is lower with the realization requirement because $7.50 of the $15 that
the investor pays in taxes is deferred. This is an application of the general principle that postponed taxes have a smaller present value than current taxes. See CHIRELSTEIN, supra note 42, t
1.01, at 2-3.
48. The lRR with the realization tax, 35%, is calculated by solving for IRR in the following
equation: 0 {NPV) = -$100 + ($150- $15)/(1 + IRR).
49. The IRR with the accretion tax is calculated as follows: 0 {NPV) = - ($100 + $7.50)
+ ($150- $7.50)/(1 + IRR). Rearranging terms: ($142.50- $107.50) + $107.50 = .3256,
which rounds to 33%.
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investments is the minimum social return an investment must have to pass
the after-tax IRR test. The application of the before-tax IRR rule to the
project is described below.
Assuming that the after-tax discount rate is 20%, the hurdle rate is
calculated as follows. Starting with the accretion tax, the initial $100
investment produces no immediate tax consequences if the investment has
0 NPV. One year later, the investment must produce $120 after-taxes to
match the hurdle rate. That will not occur if the investment produces
$120 before taxes, because there will be a tax of $6 (30% of $20), leaving
only $114. Instead, the investment must return $128.57 before taxes to
return $120 after-taxes. 50 Accordingly, the hurdle rate is 28.57%. The
hurdle rate in the example is the same for the realization income tax.s1
SO. This is calculated as follows: $100 {return of principal) + [$20 (after-tax profit) _,_ (1 _
.3)) = $128.57.
.
. S 1: The results ~e ~t the same for the dUferent methods of implementing fue income tax
1f the '_Ilvestmen_t honzon ~s ~o or more periods away and there Is no provision for taxing antici·
pat~ mcreases m value s~ to the depreciation deduction, which provides a deduction for
:mnc~pated decreases. The diSCOU1lt rate is still28.57% for the accretion income tax. The $100
mv~tment gro~ to $128.57 after one period, which produces a $8.57 tax liability. At maturity
the mvestment IS worth $165.30. On the $36.73 increase in value between years 1 and 2 th
is an additional$11.02 tax, leaving $154.28. The cash Jlow stream (-100, -8.57, 154.i8)
an I~ of 20%: .0 :=. -100 - 8.57 + 1.2 + 154.28 + (1.2f. With a realization requirement,
there IS no tax liability generated by the accretion in value between years 1 and 2. Tax 1s on!
paid in year. 3 when the investment matures. At the end of two years, $100 must yield $1-J
after-tax. Gtven a 30% tax rate, the investment must grow to $162.86 before taxes at maturity.
This is less than the $165.30 that the investment must be worth for the accretion income tax to
be acceptable. Accordingly, the hurdle rate with the realization income tax is only 27.62%.
Moreover, the hurdle rate with the realization income tax falls as the investment horizon is
ext~nded: F~r example, if the investment horizon is 10 years, the hurdle rate falls to 23.74%.
Th1s dec_line m the hurdle rate as _the investment horizon Is extended implies that some invest·
ments w1ll be selected over other mvestments with higher before-tax IRRs solely because of tax
considerations.
This concern is addressed for investments in bonds by the original issue discount rules.
I.R.C. §§ 1271-1275 (1988). These rules elfectively tax debt iriStruments on the accretion
method. Jeff Strnad, Taxing New Fintzncial Products: A Concep!Uill Framework, 46 STAN. L. REV.
~69, 587 n.48 (1994). Howe~er, for other investments, accretion is not taxed, although in theory
It sh~uld be so_ taxed. Davtd J. Shakow, Taxation W'uhout Realkation: A Proposal for Accmal
T~, 1~4 U. PA. L. REv. ~11_1, 11_14-18 (1986). In practice, this could be accomplished by
esnmatmg m advance the penod1c gam and subjecting this amount to tax. When the invest·
ment is so~d, any difference is subject to tax. This method is conceptually sintilar to the method
employed m the OlD rules. Noel B. Cunningham & Deborah H. Schenk Taxation Without
&~tion: A ~Revolutionary• Approach ro Ownership, 47 TAX L. REv. 725 (199i). An alternative
to esnmanng m advance the gain that will accrue Is to wait for realization to occur and then to
impose an interest charge on the assumption that the gain has accrued at a constant rate over the
period the investment was held. E.(., Alan J. Auerbach, Restrospectitle OJpital Gains Taxation, 81
~· EroN.
167 (1991); Roger Brinner, Inflation, Deferral and the Neutral Taxation of OJpital
Gams, 26 NAT L TAX J. 565 (1973); P.A. Diamond, Inflation and the O.mprehen.sive Tax Base, 4 J.
PUB. EOJN. 227 (1975); John Helliwell, The Taxation of Capital Gains, 2 CAN. J. EOJN. 314
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Thus, with either version of the income tax, the project will also pass the
before-tax IRR test, because the before-tax IRR (50%) exceeds the hurdle
rate (28.57%). That the project passed both versions of the test is not a
coincidence. When used correctly, the before· and after-tax IRR rules
produce identical results for a given project.
Tax policy experts are concerned with how di1ferent tax regimes affect
the hurdle rate for investments. A tax that raises the hurdle rate above the
private discount rate will prevent investments with total rates of return
between the two rates from being made. Thus, the income tax creates a
wedge between the hurdle rate and the private discount rate, which discourages investment by raising the before-tax rate of return required to yield
a given after-tax return to the investor. Moreover, the effect increases as
the tax rate increases. With a 30% tax rate, the wedge is 8.57%. With a
50% tax rate, the hurdle rate would be 40%, and the wedge would be
20%_52 Thus, the higher the tax rate, the higher the hurdle rate, and the
smaller the amount of private investment.
B.

The Consumption Pole

Commentators have recognized that there is more than one way to
implement a consumption tax. The Haig-Sim.ons definition of income as
the sum of consumption and net savings implies that a consumption tax
di1fers from an income tax in that a consumption tax would exempt net
savings from the tax base.53 This principle led William Andrews to con•
clude that a consumption tax could either be implemented directly, or
equivalently, it could be implemented within the structure of an income
tax by allowing a deduction for savings and by including dissavings within
income. 54 This first method could most easily be implemented within the
(1969). In this Article, I will assume that one or the other method of taxing such increases Is
adopted as part of any realization income tax. Under this assumption, the accretion and realiza·
tion income tax both yield the same "hurdle rate. In the example, this Is 28.57%.
52. The 40% hurdle rate Is calculated as follows: .40 (hurdle rate) = .20/(1 - .5).
53. For an intriguing argument that the difference between Income and consumption taxes
involves the return for undertaking risk in particular and not the tetum from savings generally,
see Joseph Bankman & Thomas Grillith, Is the Debate Between an Income Tax and a Consumption
Tax a Debate About Riskr Does it Matterr, 47 TAX L. REv. 371 (1992).
54. Andrews, supra note 1, at 1149. The language of the two alternative ways of expressing
this method of implementing a consumption tax diJfers but the results are the same. According
to the first expression, net savings are excluded from income. According to the second expression, savings are included in income but they generate a deduction. In the language of IRS form
1040, the first expression backs out savings above the line (before the calculation of adjusted
gross income), whereas the second expression backs out savings below the line (after the calculation of adjusted gross income but before the calculation of taxable income). In describing this
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existing realization income tax structure by providing an immediate deduc-

tion for the full cost of any investment and inclusion for the proceeds from
any investments that are liquidated and not rolled over into other investments. The second method of implementing a consumption tax is to tax
income as it is earned but to exempt from tax the return of invested capital
and the yield on investments. Thus, with the second method, there is no
deduction for amounts invested and no inclusion when the investments are
liquidated and the proceeds devoted to consumption. The first method of
implementing a consumption tax is called the cash flow or qualified
account method; the second is called the prepayment or yield exemption
method. 55 Both of these methods are in use with the existing hybrid. 56
The substantial equivalence of the two methods of implementing the
consumption tax was first suggested by Alvin Warren. 57 The equivalence
can be seen in the following example, which assumes a discount rate of
20%. Consider the possibility of investing not in the project but in a savings account paying 20% interest, compounded annually. With the yield
exemption method, an investor in the 30% tax bracket will have to earn
$142.86 and pay tax of $42.86 to have $100 to invest. If this amount is
deposited in the savings account, the investor will have $120 at the end of
the year and will not have to pay any tax on this sum. With the cash flow
method, the investor can invest the entire $142.86, because she can invest
before tax dollars. If she invests $142.86, her savings account will grow to
$171.43 by the end of the year. To withdraw her savings from the bank,
she will have to pay tax of $51.43, again leaving her with $120. Thus,
according to Professor Warren, both methods of implementing a consump-

method of implementing the consumption tax, both the exclusion and deduction language are

used.
55. The names for the di1ferent methods of implementing a consumption tax warrant atten·
tion. The cash flow method refers to the method •s taxation of the taxpayer's cash flow. This
method is also called the qualified account method because it resembles the tax treatment of
qualified in'lestment accounts, such as individual retirement accounts (IRAs) or 401K plans,
under current law. Taxpayers are given a deduction for the full amount invested in a qualified
account (or equivalently can exclude from income the amount invested), the increase in the
account value is not taxed as it occurs, and the proceeds are taxed in full when withdrawn. The
cash flow method treats every investment as a qualified account. The yield exemption method
refers to the method's exclusion of the return on investments from the tax base. This method is
also called the prepayment method because the denial of the upfront deduction is effectively the
prepayment in present value, not nominal dollars, of the tax collected after the investment is
made with the cash flow method. Since I lind the terms cash flow and yield exemption method
to be more descriptive than their alternatives, I will use them throughout.
56. For example, the tax treatment of pensions follows the cash flow method whereas that
of durable goods follows the yield exemption method. BRADFORD, supra note 8, at 83-87.
57. Alvin C. Warren, Fairness and a Omsumption-T:ype or Cash Flow Pusonallncome Tax, 88
HARv. L. REv. 931 (1975).
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tion tax produce the same economic consequences. However, the equivalence between the yield exemption and cash flow methods of implementing
the two consumption taxes is at best imperfect.
On a technical level, the equivalence obviously only holds if the tax•
payer is subject to the same tax rate over the investment horizon. 58 There
are also other less obvious but more technical reasons why the equivalence
might not hold.59
The most important difference between the two methods is that the
tax burdens are not equivalent when the investment has a positive NPV. 60
In this case, the cash flow method is less favorable than the yield exemption method, because the former subjects the project's before-tax NPV to
tax whereas the latter exempts it. 61 This can be seen using the original
example of a $100 investment that pays $150 in one year. Starting with
the cash flow method, the initial $100 investment is deductible so the
after-tax cost of the investment is $70. At maturity, after paying $45 taxes,
the investor is left with $105. Discounted at 20% to time 0, when the
investment is made, $105 has a present value of $87.50. Thus, the aftertax NPV of the investment under the cash flow method is $17.50, the
difference between the present value of the after-tax payoff, $87.50, and the
original after-tax cost, $70, and the present value of the tax burden is
58. Michael J. Graetz, ExpenJituTe Tax Design, in WHAT SHOUW BE TAXED: INCOME OR
EXPENDIT1JRE? 161, 172-75 Qoseph A. Pechman ed., 1980) [hereinafter Graetz, ExpenJituTe Tax
Design]; Michael}. Graetz, Implementing a~ Omsumption Tax, 92 HARV. L. REv. 1575,
1598 (1979) [hereinafter Graetz, Impkmenting a PTogressive Consumption Tax]; Warren, supra note
57, at 940.
59. Professor Warren recognized that the equivalence between the cash flow method and
the yield exemption method would not hold if accumulation continues forever so there is never
any consumption to tax; or consumption occurs without there ever having been prior earnings to
tax; or taxpayers irrationally ignore the effects of taxation and insist on saving a given fraction of
pretax wages for future consumption. Warren, supra note 57, at 940 n.38.
Michael Graetz has gone further, arguing that, while valid in theory, this equivalence will
not hold in practice. Graetz, Expendittae Tax Design, supra note 58, at 172-75; Graetz, Implementing a Progressive Consumption Tax, supra note 58, at 1602. Professor Graetz argues that for
the equivalence to hold, in addition to the above assumptions, all of the following unrealistic
assumptions must be met as well: taxpayers have no wealth when the consumption tax is introduced; the tax system is dosed (either the taxpayer exhausts his wealth by death, all bequests are
classified as consumption on the taxpayer's linal return, or an identical tax is imposed on
bequests in a similar manner); taxpayers can borrow and lend unlimited amounts at the risk-free
interest rate; all income can be classified as wage income or capital income. When any of these
conditions are not. met, the two methods will not be equivalent. Graetz, Expenditure Tax Design,
supra note 58, at 173. Thus, according to Professor Graetz, the equivalence will not hold in
practice and should not serve as the basic guide to implementation. Id.
60. Graetz, ExpendituTe Tax Design, supra note 58, at 172-75.
61. Jeff Strnad, Taxation of Income from Capital: A Theoretical Reappraisal, 37 STAN. L. REv.
1023, 1029-30 (1985).
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$7.50. 62 Contrast this result with that under the yield exemption method.
The initial investment of $100 does not generate an immediate deduction
so the after-tax cost of the investment is $100. A $100 investment in th~
project still pays $150. However, the $150 is received tax free. Discounted
to the present, $150 after one year has a present value of $125. Thus, the
NPV of the investment with the yield exemption method is $25, the difference between the present value of the after-tax payoff, $125, and the aftertax cost, $100. The difference between the two after-tax NPVs, $7.50,
represents the tax on the $25 before-tax NPV that is captured by the cash
flow method but not by the yield exemption method. 63
Although the two methods of implementing a consumption tax differ
in their treatment of the NPV of an investment, they produce the same
hurdle rate for investments. Moreover, the hurdle rate with either method
is the after-tax discount rate. To demonstrate these claims, assume that the
after-tax discount rate is 20% with either the yield exemption or the cash
flow method. Because the yield exemption method exempts the entire
return on the investment from tax, the hurdle rate is 20%. In other words
since the return on the investment is not taxed, you do not have to d~
better than 20% before-tax to do better than 20% after-tax. But what
about with the cash flow method? With a 30% tax rate, a $100 investment
will cost $70 after-taxes. Thus, one year later, after paying taxes, the investor must he left with $84. In order to have $84 after-taxes, the investor
must receive $120.64 Thus, the hurdle rate with the cash flow tax is also
20%, Hence, in contrast to the income tax, neither method of implementing the consumption tax creates a wedge between the investment's rate of
return and the yield to the saver.
The difference in hurdle rates between the consumption and income
tax regimes implies that projects with an IRR between 20 and 28.57% will
he undertaken if there is a consumption tax hut not if there is an income
62.

The present value of the tax burden is calculated as follows: $7.50 (tax burden) = -$30

+ $45/1.2.

63. Although the before-tax cost of the investment is $100 with the cash flow method and
$142.86 with the yield exemption method, this $42.86 difference does not account for the differ·
ence in after-tax NPVs. If the investor had $H2.86 to invest before taxes, then with the yield
exemption method, she would pay $42.86 in taxes, leaving $100 to invest in the project. With
the cash flow method, after investing $100 in the project, she would have an additional $42.86
to invest. However, because the project can absorb only $100 in investment, she can do no
better than invest the remaining $42.86 at 20%. Since the discount rate Is also 20% (indeed, the
definition of the discount rate is the rate that can be earned on excess funds), this additional
investment has a NPV of 0. Thus, the after-tax NPV is still $7 .SO higher with the yield exemption method than with the cash flow method.
64. This is calculated as follows: $84 + (1 - .3) = $120.
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tax. Thus, relative to a world without taxes, an income tax discourages
investment by raising the hurdle rate, hut a consumption tax does not.
C.

Comparison of Different Treatments of Savings

There are two tax extremes and two methods of implementing each
extreme. Thus, there are four extreme tax methods: the accretion income
tax, the realization income tax, the cash flow consumption tax, and the
yield-exemption consumption tax. The four tax methods are depicted in
Figure 2 as being at opposite ends of a spectrum, defined by the treatment
of savings, with two forked poles.

Income

Consumption

Accretion

Yield Exemption

Realization

Cash Flow

Figure 2-The Four Tax Methods
The differences between realization and accretion income taxes and
cash flow and yield exemption consumption taxes are summarized in Table
1 in terms of their treatment of the elements of the return on an investment. All four tax methods exempt the return of capital (1 in Figure 1)
from tax. Both income tax methods subject the ordinary return on invested capital (2 in Figure 1) to tax at full marginal rates whereas both
consumption tax methods exempt the ordinary return from tax. The
exemption of the ordinary return from tax with the consumption tax is
done directly with the yield exemption method and indirectly with the cash
flow method, through the immediate deduction for amounts invested. Both
methods of implementing the income tax and the cash flow method subject
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the NPV of an investment (3 in Figure 1) to tax at full marginal rates,6>
whereas the yield exemption method exempts the NPV from tax. Thus,
the difference between the two methods of implementing a consumption
tax is that the yield exemption method exempts the NPV from tax, whereas
the cash flow method taxes the NPV. It is because the NPV of an investment cannot be isolated from the return to effort and taxed at a different
effective rate that the yield exemption method and hybrids using that
method are intractable.
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this part, the four tax methods' treatments of wasting assets are described by
deriving the hurdle rate with each method. However, before deriving
hurdle rates the tax methods' various capital recovery provisions are
described. This is done to facilitate understanding of the hybrids, because
the first two hybrids combine the capital recovery provisions of their two
poles and the third hybrid uses the income pole's capital recovery provision. This part concludes by assessing the tax poles using the five criteria.

A. Capital Recovery Provisions of the Four Tax Methods
Taxation Methods
Income Tax

Consumption Tax

Elements of
Return

Accretion

Realization

Cash Flow

Yield
Exemption

Return of
Capital

No

No

No

No

Ordinary
Return

Yes

Yes

No

No

NPV

Yes

Yes66

Yes

No

Table !-Summary ofTax Poles Different Treatments of Saving
III.

TREATMENT OF WASTING ASSETS BY TAX POLES

The above description of the tax poles used a very simple example to
illustrate their differences. In that example, the investment was made in
one year with the return of capital. and the profit received during the following year. Although the hybrids later described in this Article can all
handle that simple investment, that example is not sufliciendy complex to
illustrate th~ir workings generally. In order to illustrate the hybrids urider
more general circumstances it is necessary to use a more complex investment project, such as an investment in a long-lived asset that declines in
value over time. Such assets are called wasting or depreciable assets. In
65. The difference between an accretion income tax and an income tax with a realization
requirement is that the latter defers tax on the NPV until realization, which reduces the present
value of the tax burden on positive NPV investments.
66. At reduced rates if the NPV is positive.

The capital recovery provisions for the two methods of implementing
the consumption tax are unaffected by the introduction of multi-period
assets. However, the capital recovery provisions for the income tax are
affected, because the income tax subjects periodic changes in value to tax.
In the simple one-period example there were no intermediate periods
between the making of the investment and its completion during which the
value of the project had to be assessed and any change taken into account
and taxed. With longer investment projects, the income tax requires such
periodic assessments, which the accretion and realization methods assess in
different ways.
The accretion income tax allows a deduction for the decline in value
of the taxpayer's business assets. At the end of each period, the value of
the assets is ascertained and if the difference in value between the beginning and the end of the period is negative, it generates a deduction; if the
difference is positive, it is included in income and subject to tax. Thus, net
taxable income with an accretion income tax is the sum of the cash flow
received and the change in the value of the taxpayer's assets over the
period. 67 Given a flat tax at rate T, 68 the corresponding tax liability is
the product of net income and the tax rate. 69 In practice, this would
entail an appraisal of the expected cash flows from any business in which
the asset is employed. Because of the difficulty and expense of appraising
unique and infrequendy-traded property, the accretion method cannot
67.

Net taxable income, IA(t), is calculated as follows:
IA(t)

68.
69.

= [C(t) + A(r)].

Progressive tax regimes are dealt with later. See infra note 100 and accompanying text.
The tax liability, TA(t), is:

1812

41 UCLA LAW REVIEW 1791 (1994)

generally be satisfied in practice. It can, however, be approximated by the
realization method through the depreciation schedule. 70
The depreciation allowance offsets the taxpayer's original investment
against the gross income received in later years so as to limit the taxpayer's
net taxable income to the excess of revenues over expenses. 71 To measure
the taxpayer's expenses accurately over time, the annual depreciation allowance should reflect the anticipated decline in economic value of the capital
equipment over the year. 72 Such depreciation is called economic or sinking fund depreciation. 73 The assumption that economic depreciation
matches the decline in the value of the asset over time implies that the
machine's adjusted basis, the difference between its original cost and accumulated depreciation (also called its book value), is always equal to its
anticipated market value. 74 The calculation of net taxable income and
tax liability with the realization income tax are similar to those calculations
for the accretion income tax. The difference is that the estimated change
in value replaces the actual change. 15 Since the realization income tax
uses economic depreciation, net taxable income is the difference between
70. In a certain world with perfect knowledge, the accrual income tax can be replicated
using the depreciation schedule. In an uncertain world or one with only imperfect knowledge, it
can only be approximated. See ]'EH' S'TRNAD, TAX DEPRECATION AND RISK 27 (California lnsti·
tute of Technology Social Science Working Paper No. 765, 1991).
71. See, e.g., OIIREI.STEJN, supra note -t2, 1 6.08, at 143.
72. See id. 1 6.08, at 148-49.
73. Paul A. Samuelson, Tax Deduaibilit, of Economic Drpreciation to Insure Invariant Valuations, 72 J. POL. ECON. 60-t (196-t). Economic depreciation must be indexed for inflation. Id.; see
also OfJREI.STEJN, supra note -t2, f 6.08(b), at 1-tJ-4-t. The required adjustments are described by
John B. Shoven & Jeremy I. Bulow, In/lation Accounting and Non/inancial Corporate Profits: Physical Assets, 3 BROOKINGS PAPERS ON EcoN. Acr!vnY 557,565-75 (1975).
H. The depreciation schedule, which Is the reduction in the book value of the asset over
time, Is calculated by differentiating the expected market value of the asset, E[A(t)], with respect
to time. Because economic depreciation, 1\(t), Is positive, it Is the negative of the derivative.
Thus,
Dj.f) = -ElA(t)],
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cash flow and the depreciation allowance, and the corresponding tax liability is the product of net income and the tax rate. 76
The capital recovery provisions of the consumption tax can also be
described. Starting first with the cash flow method, the cash flow consumption tax permits the cost of new equipment to be immediately written off
with no further depreciation deductions permitted.n Thus, the taxable
amount using the cash flow method is the difference between cash flow and
the deductions allowed by the cash flow tax. 78 The corresponding tax
liability is the product of taxable income and the tax rate. 79
The yield exemption method is very simple to describe. As its name
implies, the cash flow produced by investment escapes tax. Correspondingly, the investment is made with after-tax dollars and there is no allowance for the wasting away of the asset. 80 Thus, net taxable income with
the yield exemption method is always 0. 81
B.

Saving Incentives Under the Four Tax Methods

This section derives saving incentive ratios, defined as the ratio of the
after-tax discount rate to the hurdle rate, for the four tax extremes. The
reason for deriving such ratios is that a neutral tax system's treatment of
investment can be characterized by its saving incentive ratio since it sub76.

l,f.t) = C(t) - D,/.t),

and the tax liability, T ~~.(t), is
T,f.t)

~[C(t)

Net taxable income, IR(t), is given by the following equation:
I,f.t) = C(t) - D,/.1).

where Qt) is the cash dow with 1\(t) defined as in note 7-t supra.
71. Thus, the cash dow method produces the following schedule of deductions:
DrJ.t)

78.
where the dot over the function A indicates the derivative of A with respect to time.
15. Thus, tile estimated change, -1\(t), replaces the actual change, -A(t) in supra notes 67
and 69. Hence, net taxable income, IR(t), is
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=

{Bo: t=O
t>O.

Thus, net income, lc(t), is:
lcf.f)

with Dc(t) defined as in note 77 supra.
79. Thus,
TrJ.t)

C(f) - DrJ.t),

~[C(t) -

with Dc(t) defined as in note 77 supra.
80. Thus,
- D,/.t)].

0.

81.

Thus,
Ty(t)

0.

DrJ.t)J,
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jects all investments to the same tax treatment. Thus, because the four
poles and three hybrids are all neutral, as is subsequently established, each
one can be characterized by its saving incentive ratio. In addition, the
claims that the various hybrids. combine two extremes and have these
extremes at their poles can be established by showing that the saving incentive ratio for each hybrid is a linear combination of the savings incentive
ratios for the two extremes and that the two poles of each hybrid correspond to the two extremes. The story that emerges in this subsection for
more general investment projects is the same one that emerged with the
one-period example. Relative to a world without taxes, both methods of
implementing an income tax discourage saving whereas neither method of
implementing a consumption tax does.
Denote by h, the before-tax hurdle rate for investments. Thus, h is the
before-tax return that an investment must produce in order for the investment to have a 0 NPV. The derivation of the hurdle rate in the presence
of an income tax can be made intuitive by using a bond that sells for par
(face value), pays an annual coupon at rate h, and thus yields an after-tax
coupon of (1-r)h. Because the marginal investment is a 0 NPV invest82
ment, both methods of implementing the income tax will have the same
83
hurdle rate. Using a subscript R to denote a realization income tax and
a subscript A to denote an accretion income tax, the hurdle rates for the
two methods of implementing the income tax, expressed in terms of the
after-tax discount rate, T; are given by:
hlt = hA = -

7

-.

(1-~)

(1)

Equation 1 implies that the before-tax discount rate will exceed the aftertax discount rate in order to reflect the impact of taxes. In effect, the
before-tax discount rate is grossed-up to compensate for taxes. The discount rate is grossed-up because the income tax subjects the before-tax
return to tax at the full marginal rate as can easily be seen by rewriting
equation 1:

82. This is a standard assumption. Positive NPV projects are hard to find, leaving many
investors with excess cash that earns a normal return. RICHARD A. BREALEY & STEWART C.
MYERS, PRINCIPLES OF CoRPORATE FINANCE 189 (4th ed. 1991).
83. Both methods have the same hurdle rate because the accrual method differs from the
realization method only in the tax treatment of a project's NPV and the hurdle rate is the total
rate of return for which the project has a 0 NPV.
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To calculate the hurdle rate for the cash flow method, consider again a
bond that sells at par and pays an annual coupon at rate h. As with the
income tax, the after-tax coupon on the bond is (1-r)h. However, because
of immediate expensing with the cash flow tax, the after-tax cost of purchasing the bond is $(1-r) for each dollar of face value, instead of $1, as it
is with the income tax. Accordingly, the after-tax discount rate on the
bond and throughout the economy for investments of equivalent risk is
given by dividing the after-tax coupon by the after-tax cost:
r

=

(1-~)h
(1-~)

=

h.

(3)

Thus, the hurdle rate for the cash flow method, defined by a subscript C, is:
he = r.

(4)

As is clear from equation 4, there is no gross-up with the cash flow
method. The hurdle rate is equivalent to the after-tax discount rate
because the ordinary return is exempt from tax, even though the NPV is
subject to tax. However, since the decision rule is to accept projects with a
positive NPV, the tax only makes these projects less lucrative; it does not
make them unacceptable. Thus, with the cash flow tax, the hurdle rate
equals the after-tax discount rate, as it does without taxes.
The hurdle rate for the yield exemption method of implementing a
consumption tax, denoted by a subscript Y, equals the after-tax discount
rate because investment returns are outside the tax base. Thus,
by = r,

(5)

which is the same formula for the hurdle rate as with the cash flow tax.
However, as mentioned above, the two methods are not equivalent. In
contrast to the cash flow method, the yield exemption method exempts
both the ordinary return and the NPV from tax. Nonetheless, both the
cash flow and the yield exemption method have the same hurdle rate
because it is the taxation of the ordinary return only, and not the taxation
of the NPV, that determines the hurdle rate.
Because hurdle rates vary across investments as risk changes, hurdle
rates are a flawed tool for measuring investment incentives. A better
means of measuring the incentive any tax system provides for investment is
the ratio of the after-tax discount rate, r, to the hurdle rate, h. The advantage of using a ratio is that it eliminates the riskiness of each investment
from the measure because risk affects both the numerator and the denomi-
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nator. The lower this ratio, denoted by p, the weaker the incentive to
save. Thus, for an income tax, the saving incentive ratio is:
Pg = P,. = 1--r.

(6)
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ing the initial cash outflow as C0 and the cash inllow one period later as
the net present value of an investment project given a realization
income tax at rate T and an after-tax discount rate T is given by the following equation:

ch

For a consumption tax, the saving incentive ratio is:
Pr = Pc = 1.

The saving incentive ratio is related to the wedge between saving and
consumption introduced by the tax, the tendency for a tax system to encourage consumption over saving. The wedge introduced by the tax system
is the difference between the saving incentive ratio and one. For an
income tax, the wedge is the tax rate, T, whereas for the consumption tax,
there is no wedge. Thus, the income tax discourages saving relative to a
consumption tax.
C.

(8)

(1)

Equation 8 states that the NPV is the present value of the amount received
after paying taxes less the cost of the original investment. Equation 8
implies that the NPV is greater than, less than, or equal to zero as the right
hand side of equation 8 is greater than, less than, or equal to zero. Substituting the expression for the realization income tax's hurdle rate as a function of the after-tax discount rate, equation 1, into equation 8 and simplifying, the resulting expression implies that:
NPY ~ 0 as C1 ~
<
<

Applying the Five Criteria to the Tax Extremes

This section assesses the four tax extremes using the five desirable
criteria for a hybrid.
Neutrality-A tax system is neutral if all taxpayers accept all independent investment projects with IRRs above the social hurdle rate and reject
all those with lower IRRs. 84 Several corollaries follow from a neutral tax
system: The tax laws neither encourage nor discourage investments in
wasting assets relative to investments in financial assets, nor do they distinguish among investments based on their term, nor do they encourage taxpayers to invest in certain assets and avoid other assets according to their
marginal tax rate. 85 These qualities are desirable because they imply that
economic considerations, not tax considerations, dictate investment activity. 86
The neutrality of a realization income tax is well known. In a brief
but highly influential article, Paul Samuelson showed that a proportional
income tax left undistorted the choice among different assets. 87 As long
as economic depreciation is used, the realization income tax will partition
all candidate investments between acceptable and unacceptable depending
upon whether their rate of return exceeds or is less than the hurdle rate.
This claim can be demonstrated using a simple one-period example. Denot84. MUSGRAVE & MUSGRAVE, supra note 20, at 304; Samuelson, supra note 73, at 605.
85. See BRADFORD, supra note 8, at 178-79.
86. See id.
87. Samuelson, supra note 73, at 604.

(1 +h)C0 •

(9)

Equation 9 states that all projects with a return above the hurdle rate are
acceptable (have a positive NPV), whereas all those with a lower return are
not. The demonstration of neutrality for a simple one-period investment
project is of crucial importance because any multi-period project can be
decomposed into a series of such projects. 88 Therefore, it follows that the
realization income tax is neutral.
The argument that the accretion income tax is neutral is straightforward and follows from the demonstration for the realization income tax.
The accretion income tax differs from the realization income tax in that
the before-tax NPV is taxed in period 0. For tax rates below 100%, the
sign of the after-tax NPV is the same with the accretion tax as with the
realization tax. Thus, the accretion income tax is also neutral.
The neutrality of the different consumption tax methods is also well
known and easy to demonstrate. 89 For the cash flow tax, because the ini·
tial expenditure is immediately deductible and the total return is fully
taxed, the net present value of a one-period investment is given by the
following formula:
(10)

88.

Arnold C. Harberger, Tax Neu!Tality in lnve.stment Incentive.s, in THE EcoNOMICS OF
supra note 9, at 299,308-09.
Professor Harberger attributes this result to Professor Musgrave, 1959. Id. at 306.

TAXATION,

89.
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Rearranging terms, equation 10 implies that:
NPYc ~ 0 as C1 ~ C0 (1 +r).
<
<

(11)

Because the hurdle rate with a cash flow tax equals the after-tax discount
rate, 90 investors subject to the cash flow tax will approve all projects
above the hurdle rate and reject all those below it, which is the definition
of neutrality provided above.
With the yield exemption tax, there is no deduction for the amount
invested and the investment return is untaxed. Thus, the net present value
of the one-period investment project is:
NPYr = -C0 +

c,

t:;:;

(12)

Rearranging terms, equation 12 implies that:
NPYr ~ 0 as C 1 ~ C0 (1 +r).
<
<

(13)

Thus, the yield exemption tax is neutral because it would lead investors to
approve all projects above the hurdle rate, which is the after-tax discount
rate, 91 and reject all of those below it. Therefore, all four tax extremes are
neutral.
Tractability-A tax system is tractable when it is simple to implement
and enforce. For a system to be tractable it must be possible to observe and
to measure whatever the system seeks to tax. 92 In addition, if a taxpayer is
subject to more than one tax rate, it must be possible to allocate items to
the different tax categories.
To assess the tractability of a tax system, I will use a simple example
throughout this Article. Consider an entrepreneur, Betty, who is going to
start a small business which will require her full working time. Betty's
business also requires $300,000 to purchase equipment, which Betty will
invest. New businesses are risky, and failure is more common than success.
Betty, however, is both good and lucky, and her business is an immediate
90. This was established by equation 7.
91. That the hurdle rate with.the yield exemption method is the after-tax discount rate was
established by equation 5.
92. We usually speak of taxing income. However, the use of the term income to refer to
that which is being taxed creates confusion when only one of the possible tax systems is an
income tax.
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success, from which she earns $100,000 a year. For a tax system to be
tractable, it must be easy to calculate Betty's tax liability under it.
That assessment is most complicated under an accretion income tax.
One very difficult problem for such a tax is the treatment of human capi·
tal. 93 Putting that issue to one side, the value of the business must be assessed when it starts and each year thereafter. With an accretion income
tax, Betty would not be taxed as the business generates cash but as the
value of her business changes. This would require periodic appraisals of the
business, which would be very expensive and inexact. Even if the accretion
tax is not used on the revenue side, and Betty is taxed on the $100,000 as
it is received, without estimating the present value of the business, it would
still be difficult to implement an accretion tax. To avoid double taxation
Betty must have some way of recovering her $300,000 investment. With
an accretion income tax, the investment is recovered as the assets pur·
chased with the money decline in value, which would require regular
appraisals of the equipment to determine market value. Because such
appraisals would be difficult, expensive, and inexact, the accretion income
tax is not tractable.
Unlike the accretion income tax, the realization income tax is tractable. With an accretion income tax, Betty would be taxed on the
$100,000 she earns each year and would receive an annual depreciation
deduction that would partially offset that income. Assuming that the
equipment has a 10-year useful life, and that it remains fully productive
until it dies, then economic depreciation is sinking fund depreciation with
a 10-year life. Assuming an interest rate of 10%, the depreciation schedule
over the ten-year life would be as follows: 94
93. See. e.g., David S. Davenport, Depreciation Methods and the Importance of Expectations:
Implications few Human CApital, 54 TAX NOTES 1399, 1401 (1992); John K. McNulty, Tax Policy
and Tuition Credit Legislation: Federal Income Tax Allowances few Personal Costs of Higher Education,
61 CAL. L, REV. 1 (1973); Paul B. Stephan Ill, Federal Income Taxation and Human CApital, 70
VA. L REV. 1357, 1375 (1984).
94. The calculations assume that the equipment is placed in service on January 1, year 1
and that a full year's depreciation is allowed for year 1. This di1fers from the tax convention that
an asset is assumed to be placed in service in the middle of the period, regardless of when it is
actually placed in service, and that only half of the first period's depreciation will be a~lowed.
Ignoring the mid-period convention simplifies the calculation without substantively changmg the
results.
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Year.
1
2

3
4
5

Depreciation
$18,824
$20,706
$22,777
$25,054
$27,560

Year
6

7
8
9
10

Depreciation
$30,316
$33,347
$36,682
$40,350
$44,385

Betty's taxable income each year would be the difference between her
$100,000 earnings and her depreciation deduction. In the first year, she
would receive a depreciation deduction of $18,824, which would yield
taxable income of $81,176. Assuming a 30% tax rate, Betty would pay
$24,353 in taxes, leaving her with $75,647 after-tax. In the second year,
Betty would have taxable income of $79,294, the difference between
$100,000 and $20,706, and would pay taxes of$23,788, which would leave
her with $76,212 after-taxes. Because the tax liability is easy to assess, the
realization income tax is tractable.
Like the realization income tax, the cash flow consumption tax is
tractable. With the cash flow method, Betty receives an immediate deduction for any capital she invests. Thus, in year 1, Betty would receive a
$300,000 deduction. This deduction would more than offset her income
leaving her with a $200,000 tax loss for the year. Given a 30% tax rate:
and assuming that tax refunds are given for negative income,95 Betty
would receive a $60,000 tax refund from the government in year 1. Thus,
excluding the $300,000 investment, Betty would earn $160,000 after-tax.
In year 2, Betty would have $100,000 income and no deductions against
income. Thus, she would have a tax liability of $30,000, leaving her with
$70,000. Thus, with the cash flow method, Betty's tax liability is also
simple to assess.
Unlike the cash flow consumption tax, the yield exemption consumption tax is not tractable. The problem arises because the yield exemption
tax exempts the entire return to saving but not earnings from entrepreneurial effort and labor (jointly referred to as effort) from tax. Accordingly,
Betty would like to attribute the full $100,000 to the $300,000 capital
investment because it would then be exempt from tax, whereas the Treasury would like to attribute the full $100,000 to Betty's effort and tax it at
the full rate. However, it would be inaccurate to attribute the full
95. The alternative to permitting tax refunds generally is a system of loss carryforwards and
bacltwards similar to what currently exists for corporations. See I.R.C. § 172 (1988 & Supp. V
1993). Unless interest is provided for losses carried forward to a later tax year, which the tax law
currently does not do, neutrality is lost.
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$100,000 to capital investment, as Betty would suggest, because some of
those earnings are undoubtedly due to Betty's efforts and if Betty were not
working in her own business she would be employed elsewhere earning a
salary. Similarly, it would be wrong to attribute the entire $100,000 to
Betty's effort because some of the earnings are undoubtedly due to the
$300,000 capital, which if not invested in Betty's business, would be invested elsewhere producing a return. The difficult, perhaps intractable,
question is how to apportion the $100,000 earnings between capital and
Betty's efforts. 96 Unfortunately, with a cash flow consumption tax, such
an apportionment must be made to assess Betty's tax liability. 97 Because
such allocations would be difficult to make on a principled basis and would
require expensive monitoring and enforcement actions, the yield exemption
consumption tax fails to meet the tractability standard.
The opposing incentives of Betty and the Treasury in apportioning her
earnings under the yield exemption method consumption tax can be understood in terms of the investment's NPV and the return to Betty's effort.
Betty would argue that her effort produced little or no return, not because
she is without skills but because she devoted her time to pursuits that did
not payoff, but that the capital is yielding a high return because it was
fortuitously invested. On the other hand, the Treasury would argue that
the capital was poorly invested and so is producing no or little return, but
Betty's efforts are paying off handsomely. By observing her cash investment
in the business and cash flow from it, we will ultimately know how much
Betty makes from the business. Moreover, because the ordinary return is a
known amount, the difference between Betty's net cash flow and the ordinary return on her investment, which is the sum of her earnings from effort
and the NPV of her investment, can be directly calculated. However,
dividing that amount between effort and NPV cannot easily be done.
Unfortunately, the yield exemption method requires that we separate the
two because the first is taxed at the full rate whereas the second is exempt
from tax. Thus, the yield-exemption method fails the tractability criterion
because it introduces a distin~tion between the NPV of an investment and
the earnings produced by effort by taxing the latter at full marginal rates
and exempting the former. Because there is no practical way of implement·
ing that distinction, the criterion of tractability is not met.
96. If there are synergies between capital and effort in Betty's business, then there is no
single correct apportionment.
97. Obviously, looking at what Betty pays herself wUI not provide the right answer. Betty
will have an incentive to pay herself a low salary and take more out in profits, which would be
taxed at a lower rate th_an wages.
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Therefore, only two of the four tax extremes are tractable. Both the
realization income tax and the cash flow consumption tax are tractable
whereas the accretion income tax and the yield exemption consumptio~
tax are not. The accretion income tax is not tractable because it requires
regular appraisals of Betty's equipment; the yield exemption method is not
tractable because it taxes the NPV of an investment at a different rate than
the return to effort which cannot be separated from it.
Fiscal Policy-The fiscal policy criterion requires that it be feasible for
new investment to receive a different tax treatment than existing investment. To assess whether this criterion is met assume that the government
decides to stimulate investment in year 3 and Betty responds by investing
an additional $100,000 in her business. To satisfy the criterion, a tax
method must have a simple way to reduce Betty's tax on the new investment and tax her earnings, which are assumed to increase to $180,000.
Consistent with the tax extremes, there is no way to stimulate or
discourage savings. This is easiest to see for the yield exemption consumption tax. Since the return to saving is completely untaxed, any taxation of
the return is inconsistent with the yield exemption method. It might be
thought that either form of the income tax could encourage savings by
reducing the tax rate on savings or by accelerating depreciation. Although
either change would stimulate investment by reducing the tax burden, it
would also move the tax system from the income extreme in the direction
of the consumption extreme. The resulting system would no longer be one
of the tax poles but a hybrid. The same logic also applies to the cash flow
method of implementing a consumption tax when investment is discouraged.98
Transparency-A tax system is transparent when it is relatively easy to
understand how it operates. Compared to the tremendous complexity of
the current tax system, all of the tax extremes are paragons of simplicity.
Both the income tax and the consumption tax pole could be implemented
with large improvements in transparency. This is because the current
system's opacity is largely a result of inconsistencies between provisions
introduced to stimulate investment that had been discouraged by what was
basically an income tax and other provisions intrOduced to prevent what
98. Too much should not be made of the failure of the tax extremes to meet this criterion.
It is the narrowness of their definition that causes this result, rather than any failure inherent iri
the extremes. Any tax system defined by a single point in the continuum between income and
consumption taxes would have this fault.
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was perceived as tax-motivated investment brought about by the :first set of
provisions. 99
Progressivity-The last criterion, progressivity, requires that it be possible to implement not only flat but also progressive tax regimes without
sacrificing the other criteria. The principal threat introduced by a progressive tax schedule is to neutrality. A tax system is neutral only if the tax·
payer is subject to the same marginal tax rate in each period. Han individ·
ual's tax rate changes over time, she has an incentive to transfer earnings
from years in which she is subject to high marginal tax rates to years in
which she is subject to low rates. Such an individual might choose a project with a lower social return than is available on a second project because
the return on the first project is taxed when her tax rate is lower. Although this problem is greatest with the cash flow method, because it produces the greatest variation in taxable amount, it exists for all tax systems.
Fortunately, the solution to this problem is well known. What is
required is a rule that averages a taxpayer's liability over more than one
period. A well constructed averaging rule would allow a multi-period progressive hybrid to capture lifetime consumption/income. The main require·
ment for such a rule is that it account for the time value of money. 100
With such a rule in place, an investor will know that she will be subject to
one single tax rate over a long period of time. Thus, there will be no tax•
induced incentive to shift the profile of payoffs. Therefore, all four tax
methods will satisfy the progressivity criterion if such an averaging system is
adopted.
The following table summarizes the assessment of the four tax extremes
using the five criteria. The table indicates that none of the methods satisfies the fiscal policy criterion. The realization income tax and the cash
fiow method satisfy the other four criteria. The accretion income tax and
the yield exemption method both also fail the tractability criterion. It is
this intractability that accounts for the income tax's realization require·

99.

See infra Part IV.B.

.

.

.

The best known example of such a rule comes from William Vickery, Tax Simplification
Through CumulatWe Averaging, 34 LAW & CONTEMP. PROBS. 736 (1969).
100.
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ment. It is also responsible for the difficulty in using the yield exemptio
method in a hybrid tax.
n

Taxation Methods
Income Tax

Consumption Tax

Criteria

Accretion

Realization

Cash Flow

Yield
Exemption

Neutrality

Yes

Yes

Yes

Tractability

No

Yes
Yes

Yes

No

Fiscal Policy

No

No

No

No

Transparency

Yes
Yes

Yes
Yes

Yes

Yes
Yes

Progressivity

Yes

Table II~Summary of Evaluation of Tax Poles

N. HYBRID TAXES GENERAU.y
The focus of this part is hybrid taxes generally. The first section of
this part briefly provides the arguments against the tax poles and the case
for a hybrid tax of some form, and the second section details the flaws in
the existing hybrid.
A. The Case for a Hybrid Tax
The alternatives to a hybrid tax are to adopt either the income pole or
the consumption pole. Yet neither polar position has secured a consensus
in its support. There are three principal criticisms of the income extreme.
First, some commentators view that tax as unfair, because by taxing the
return to saving it penalizes those who receive much of their lifetime
income in the early years of their working life and then live off their sav~
101
ings.
Other commentators criticize the income tax's penalty on savings
101. E.g., ANTHONY B. ATKINSON & jOSEPH E. STIGLITZ,l..Ecruiu;s ON PuBuc EcoNOM·
ICS 71 {1980); Andrews, supra note 1, at 1167. But see Barbara H. Fried, Fairness and~ Omsurnption Tax, 44 STAN. L. REv. 961 {1992).
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as inefficient because it discourages investment. 102 Still other commenta~
tors combine the inefficiency and inequity critiques and argue that the
income tax discriminates against future generations, who are the bene6.cia-ries of current investment but cannot represent themselves in any contem~
porary tax policy debate. 103
The opposite pole, the consumption tax, has also failed to secure a
consensus, although it has attracted more adherents than the income ex~
treme. 104 Proponents of the consumption tax point first to the ease of
administration with the cash flow method of implementing a consumption
tax, which would be simple to implement because tax consequences follow
cash, not accounting conventions. 105 Although these proponents argue
that the cash flow tax would be fair and efficient, many students of tax
policy have their doubts. 106 Given the tertdency for the wealthy to save
more than the poor and for the wealthy to own proportionately more capi~
tal, some commentators criticize the move to a cash flow tax as a trartSfer of
wealth from the rest of society to the most affluent. 107 Although such a
redistribution could be offset by raising tax rates at the top, the ability to
pay rationale for an income tax still has a strong appeal. 108 Raising rates
and increasing progressivity might tax those who work and save but those
who live largely or entirely off of their investments would pay little or
nothing in taxes. 109 The efficiency case for the consumption tax has also
been challenged. Because any tax interferes with some incentives, design~
ing an optimal tax system requires making trade~offs. 110 A consumption
102. See Michael J. Baskin, Taxation, Sewing, and~ Rate of InteTest, 86 J.. POL. EcoN. 53,
S24 {1978); Fried, supra note 101, at 961-62; McCalfery, supra note 6, at 1166-67.
103. McCalfery, supra note 6, at 1172.
104. Id. at 1166-67. Prominent proponents of the consumption tax include ALAN J.
AUERBACH & LAURENCE J. KOTLIKOFF, DYNAMIC FISCAL POLICY 78 (1987); BRADFORD, supra
note 8, at 312-15; Andrews, supra note 1, at 1120; Fullertonet al., supra note 8, at 22; Lawrence
H. Summers, Capital Taxation and Accumulation in a Ufe C,cle Growth Model, 71 AM. EcoN. REv.
533, 533 {1981).
105. David F. Bradford, The Case. for a Personal Omsurnption Tax, in WHAT SHOULD BE
TAXED: INCOME OR ExPENDm.JRE?,supranote 58, at 75, 109.
106. Fried, supra note 101, at 966-67; Alan Gunn, The Case for an Income Tax, 46 U. CHI.
L. REv. 370,374-78 {1979); McCaffery, supra note 6, at 1170-73; Warren, supra note 57, at 946.
107. William D. Andrews, Fairness and~ Personal Income Tax: A Repl, ro Professor Warren,
88 HARv. L. REv. 947, 957 (1975); Fried, supra note 101, at 974.
108. SIMONS, supra note 35, at 139; Richard Goode, The Superioricy of the Income Tax, in
WHAT SHOULD BE TAXED: INCOME OR ExPENom.JRE?, supra note 58, at 49, 72; Gunn, supra
note 106, at 378-79; McCaffery, supra note 6, at 1165.
109. McCaJfery, supra note 6, at 1166.
110. Bradford, supra note 4, at 24.
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tax that raised the same revenue as an income tax would have to charge
higher rates, which would further discourage work. " 1
The failure of either pole to attract overwhelming support implies that
the tax system will remain in the middle. However, aside from being a
concession to practical realities, a hybrid might also be an appropriate
policy goal. 112
Until recendy, most commentators took the position that one pole or
the other pole was the ideal tax system. 113 According to this view, our
current tax system was a terrible mistake and any hybrid, if not as had, was
at least still mistaken." 4 Rejecting this view, some commentators have
taken the position that a hybrid of some form is not only a practical necessity hut might be desirable. The first commentator to make such an argument was David Bradford, who argued that given the second best nature of
tax policy, which requires balancing distortions against each other, a hybrid
tax is likely to be more efficient than either pole.m Recendy, Edward
McCaffery has explored the normative underpinnings of hybrid tax schemes
by concentrating on the reasons for saving,"6 and Deborah Weiss has
proposed a progressive tax system that uses separate schedules for earned
and investment income. 117 Although these authors are in the minority,
it is a growing minority. Moreover, this Article, which shows that a hybrid
tax can be fairer and more efficient than the current hybrid, might win
more adherents to the middle ground. Therefore, given the failure of either
pole to secure a consensus, it is appropriate to look at how the middle
ground can be improved, not marginally but comprehensively. However,
before turning to that task, I describe why the current hybrid is widely
considered to be flawed.
B.

Raws in the Existing Hybrid

Tax scholars rarely reach a consensus on issues of tax policy. Conse·
quendy, it is surprising that there is such strong agreement that the current
hybrid is seriously flawed. Although some critics attack the status quo tax
111. ATKINSON & STIGLITZ, supra note 101, at 564; Bradford, supra note 4, at 23-24;
Fullerton, supra note 4, at 435; McCaffery, supra note 6, at 1170.
112. McCaffery, supra note 6, at 1148, 1179~83.
113. See id. at 1148.
114. See id. at 1147 & n.6.
115. Bradford, supra note 4, at 50.
116. McCaffery, supra note 6, at 1147-48.
117. Weiss, supra note 6, at 208-09,227.
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system generally or aspects unrelated to the hybrid, us many focus on the
hybrid. Since the essential difference between an income tax and a con·
sumption tax is the treatment of savings, 119 criticisms of the hybrid itself
are criticisms of the current treatment of saving.
Although some commentators criticize the tax burden on savings, the
tax level is not the focus of the most trenchant criticisms. As several com·
mentators have stressed, the principal fault with the current hybrid is its
lack of neutrality that arises from the inconsistent tax treatment of invest·
ments. 120 Some investments receive income tax treatment, others con·
sumption tax treatment, and many receive treatment between the two
extremes. 121 In addition, some investments receive even less favorable
treatment than an income tax and some receive even more favorable treat·
ment than a consumption tax. 122 The harm resulting from the inconsis118. Although there is much criticism that the rate structure is unfair or that the base should
be broader or narrower, these criticisms have little to do with the hybrid. There are, for example, intense debates over the proper tax treatment of fringe benents, employee business expenses,
and casualry losses. Thomas D. Grillith, Should "Tax Norms" Be Abantlond! Rethinking Tax
Policy Anal:ysis and the Taxation a{ Pmonal Injury ReC011eries, 1993 WIS. L. REv. 1115; Daniel I.
Halperin, Business Deduction for Pmonal I..itling Expenses: A Unifonn Approach to an Unsolved
PTOblem, 122 U. PA. L. REv. 859 (1974); William A. Klein, The Deductibilit) a{ Transportation
Expenses of a Combination Business and Pleamre Trip-A Conceptual Anal:ysis, 18 STAN. L.. REv.
1099 (1966). These all involve the question what is consumption and how to measure it. They
do not involve the line between consumption and investment.
119. Aaron et al., supra note 1, at 1.
120. Gann, supra note 15, at 81 (a consensus exists that the tax system should be more neutral in its treatment of investments); McCa1fery, supra note 6, at 1175-76.
121. McCaffery, supra note 6, at 1152-54. For example, consumer durables (including
equity-financed, owner-occupied housing) receive treatment between income and consumption
tax treatment. Consumption tax treatment is largely provided by the exclusion of the imputed
rental value from income and by the reduced rates on appreciation because of the reduced tax
rate on capital gains. See Bradford, supra note 105, at 85. However, the tax treatment is not as
advantageous as a consumption tax, which would require complete exclusion of appreciation from
the tax base. Therefore, since appreciation is taxed, even though it is deferred and taxed at
reduced rates, the treatment is less favorable than consumption tax treatment.
122. For example, gambling receives less favorable treatment than an income tax would
imply. l.R.C. § 165 (1988) denies taxpayers a deduction for gambling losses in excess of their
winnings, l.R.C. § 165(d) (1988), with no carryover of losses from year-to-year. Because even a
successful gambler is likely to have some losing years, and because no deduction is permitted in
those years, gamblers are taxed on more than their long-run winnings. They are, therefore, subject to worse treatment than an income tax would provide
Tax treatment more favorable than what would be available under a consumption tax is
provided for investments in timber. Investments in timber produce an immediate deduction.
However, when the timber is harvested the income is subject to tax as long-term gain at preferential tax rates. l.R.C. § 631 (1988); BRADFORD, supra note 8, at 203. More favorable tax treat·
ment than is available under a cash flow method consumption tax can also arise for mining
investments through percentage depletion allowances. Percentage depletion, which is unaffected
by the taxpayer's cost of acquisiton, permits the taxpayer a deduction of a given percentage of its
gross revenue ranging between 5 and 22% depending on the mineral. Although there are some
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tent treatment of investments is that tax-favored but less productive investments are ~ncouraged ~ver less tax-favored but more productive investments. This tendency IS exacerbated by borrowing, because borrowin ·
.
.
.
h
g IS
generally sub,ect to Income tax treatment w ereas many investments
.
pr~
duce returns that are subject
at least in part to consumption tax tr
m Th .
.
eatment.
e InconsiStency between the borrowing and lending portions
of the trariSaction encourage taxpayers to borrow to invest in such
•
124 Th
l
pr~
Jects.
. .~e ~veraged trariSactions are, in turn, fought by rules, such
as those hmttmg mterest deductibility, that greatly complicate the law.m
To see how the inconsistent treatment of investments causes harm
consider an economy with a flat 30% income tax. Assume that investmen~
in manufacturing produces a 10% pre·tax return and that manufacturing
c_an e~~d or contr~ct without changing that return. Under these assumptiOns, If Investment m manufacturing were subject to income tax treatment
then the after-tax return would be 7%. If investment in farming received
consumption tax treatment, then the equilibrium return on farming would
not be 10% but only 7%. For only when the pre-tax return to farming is
7%, and thus the after-tax return to farming and manufacturing are both
7%, is there no incentive for investors to shift capital between the two
sectors.
Although investors have no incentive to shift capital, society as a
whole wo~d increase its wealth by shifting investment from farming to
manufacturing, because the social return from manufacturing is 10%
whereas the marginal social return from farming is 7%. The initial increas~
from shifting capital from farming to manufacturing would be 3%, as more
investment is redirected that increase would fall. The gain to society from
redirecting investment disappears when the returns are equal. This unex·
limitations, the depletion allowances are not cut off once the entire cost is recovered. I.R.C. §
613 U?88 & Supp. V 1993). Thus, for extractive resources that have risen sharply in price, the
depletion allowance can exceed the present value of the cost of acquiring those reserves.
123. More favorable treatment than under a consumption tax results from consumption tax
trea~ent and interest deductibility. For example, debt-financed, owner-occupied housing
recetves more favorable treatment than under a consumption tax. Consumption tax treatment is
largely_ P':"vided by excluding the imputed rental value from income and by reduced rates on
apprectatton through general capital gain reductions, see supra note 121, like-lcind exchanges,
I.R.C. § 1031 (1988 & Supp. V 1993), the one-time $125,000 exclusion of capital gains from
owner-occupied homes provided taxpayers over 55, I.R.C. § 121 (1988) and the step-up of basis
to fair market value on death, I.R.C. § 1014 (1988). Pure consumptlon tax treatment would
require full exclusion of appreciation from the tax base. Since mortgage interest is also deductible, the tax treatment is even more favorable than a consumption tax.
124. Calvin H. Johnson, Tax Shelter Gain: The Mismatch of Debt and Supply Side Depreciation
61 TEx. L. REV. 1013 (1983).
'
125. Bradford, supra note 4, at 41-42.
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plaited opportunity to increase social wealth by redir~cting investment is
the principal cost of the inconsistent tax treatment of mvestments.
Stated more generally, the current hybrid's inconsistent treatment of
investments causes the ratio of the private (after-tax) and social (before-tax)
returns to vary across investments. As a result, equilibrium soci~ returns
vary across investments, reducing society's return on investment stmply by
redirecting it. 126 These costs, which are pure social costs not offset by
any social gains, result from shifting investment at the margin from tax·
disfavored to tax-favored projects. 127
Over time because of interest compounding, the harm from the inconsistent treatme~t of investment can be large, even if the rate differential
seems small. The difference between accumulation at 5% and at 8% is or_tly
3% a year. However, $1 invested over a period of 20 years at 5% with
annual reinvestment grows to only $2.65 whereas at 8% it reaches $4.66.
Thus, after 20 years, the 3% difference in annual return between :%.and
8% results in a 76% difference in accumulated value. Moreover, this differ·
ence continues to grow as the investment horizon recedes. After 50 years,
the accumulated value is 4 times greater. At 5%, the investment is worth
$11.47, compared with $46.90 at 8%. 128 Thus, as this simple ex~le
illustrates, inconsistencies in the current hybrid that produce re~attvely
small differences in hurdle rates across sectors can over time result m large
differences in national wealth.
Not only is it theoretically possible for the effects of the inconsistent
tax treatment of savings to be large, there is reason to believe that they are
important. A study by Mervyn King and Don Fullerton on th~ taxa~on of
income from capital and economic growth found that the vanance m tax
rates across investments in the economy, and not the average level of tax
rates, is most closely related to low growth rates. 129 If this is correct, then
126. This point is elegandy made by Bill Klein in his contributi~n to this issue. See ~illiam
A. Klein, Tailor to the Emperor with No Oothes: The Supreme Court s Tax Rules fur DePonts and .
Adwmce Payments 41 Ua.A L. REV. 1685 (1994).
.
to say that there could not be economic justifi~ations for ~~ different tax
127. That is
treatment because of externalities. If manufacturing produced neganve exte~lities (e.g.: pollution) or farming produced positive externalities (e.g., genetic supply), then a di1ference uught be
justifiable. For a discussion of using the tax system to internalize ~osts and bene~ts, see
MUSGRAVE & MUSGRAVE, supra note 20, at 49-50. However, such di1ferences have little or
nothing to do with the existing law.
.
.
128. See David F. Bradford, lsnus in the Desip of Savings and lni/CStment Incmtti!CS, m DEPRECIATION, INFLATION, AND THE TAXATION OF INCOME FROM CAPITAL 13,25 (Charles R. Hulten

:Wt

ed., 1981).

I
FROM r-•nrrAL· A
MERVYN A. KING & DoN FullERTON, THE TAXATION OF. NCOME
'-"""
•
STIJDY OF THE UNITED STATES, THE UNITED KINGDOM, SWEDEN AND WEST
GERMANY 301 (1984).
129.
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eliminating the inconsistent treatment of investment brought about b th
current hybrid is among the most important possible reforms of thy e
130
t::'
l" . .
th .
e tax
system.
ror e munanng e mconsistencies would not only increase
current wealth, but by placing the economy on a higher growth trajectory "t
1
would increase future wealth even more.
On an anecdotal level, the claim that the cost from the inconsistent
treatment of investments is large can be bolstered by examining the crisis in
real estate following the Tax Reform Act of 1986,m which eliminated
some of the tax advantages previously enjoyed by real estate, placing it
more closely on par with other investments. According to one commentator, the value of existing residential rental structures fell by more than 10%
as a re:'u~t of Tax Reform, which translates into a decline of more than
$100 btlhon on a stock with an initial value of $1 trillion.m The loss on
commercial structures would be even greater since their stock was valued at
133
$2.5 trillion.
The loss in value on rental real estate from tax reform
more than $200 billion, is an estimate of the social cost of over-buildi~
that was previously paid for publicly but was only recognized privately when
th~ tax advantages were reduced. Although these numbers are very rough
estimates, and eve~ if they are much larger than the actual declines, they
are strongly suggesttve of the vast misallocations that taxes can produce.
The inconsistent treatment of investments also inHuences investors'
134 This .
po
.
b
IS easy to see y considering two taxpayers, one
. r t£o t·to chotces.
m a 20% tax bracket and the other in a 50% tax bracket, in the two-sector
economy in which the marginal investor is in the 30% tax bracket. Recall
that investments in manufacturing return 10% and are subject to income
tax treatment while investments in farming receive consumption tax treatment. Because it is the marginal investor who determines the equilibrium
135
return on investments, farming will produce a before-tax return of 7%.

1~0. Gann, supra note 15, at 81 (a consensus exists that the tax system should be more neutral m the treatment of investments).

131. Tax Refo~ ~ct of 1986, Pub. L. No. 99-514, 100 Stat. 2085 (codified at I.R.C. (1988)).
132. Floyd L. Wilhams, III, PIISSWe AaiWy Louey and Real Estate ETofessionals· An Anal · f
Proposed Legislative &lkf, 8 TAX MGMT. REAL EsT.]. 135 (1992), available in Wes~law JLR ~~-

base.
133.
134.

'

Id.
An intriguing proposal for eliminating this effect with surtaxes on the inframarginal rent
Weiss, Tax Incentives Without Intqui!J, 41 UQ.A L. REv. 1949

~~9:;.en made by Deborah M.

135. See Alan J. Auerbach, Should Interest Deductions Be limited!, in UNEASY CoMPROMISE
supra note 1, at 195, 199-203; Daniel N. Shaviro, Selective limitations on Tax Bene/its, 56 u. au:
L. REv: 1189, 1230 (1989); George K. Yin, OJI/oquium on Corporate Integration: Corporate Tax
lntegratwnand the Search for the l'Tagmatic Ideal, 47 TAX L. REV. 431,459 n.103 (1992).
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Thus a $100 investment in farming will produce a return of $7 a year,
which will be exempt from tax, whereas a $100 investment in manufactur·
ing will produce an annual return of $10, which will be fully subject to tax.
For the 20% bracket taxpayer, the after-tax return from the manufacturing
investment is $8 but the return from the farming investment is still $7 ·
Thus, the 20% bracket taxpayer will invest in manufacturing. For the 50%
bracket taxpayer, the investment in manufacturing will produce an after-tax
return of $5 but the farming investment still returns $7. Thus, the 50%
bracket investor will invest in farming. The hybrid, thus, encourages in·
vestments to migrate to clienteles based on tax consequences, with high·
bracket taxpayers driven towards tax-favored investments and low-bracket
taxpayers driven towards tax-disfavored investme~ts. This ~ax-dr~ven
migration is undesirable for at least three reasons. Frrst, tax constder~tt~ns
might cause investors to end up with less diversified (and therefore nskier)
portfolios than they would otherwise desire. 136 Second, inframar~nal
investors will earn excess returns. In practice, these excess returns wtll be
concentrated in the hands of the wealthiest individuals. 137 Third, the
investors who gravitate towards an investment for tax reasons might not be
the parties that can best evaluate or operate those investments. 138
The migration of assets caused by taxes and borrowing does more than
partition real investment assets between low· and high-bracket investors.
Tax considerations tend to drive real assets from the hands of low-bracket
investors into the hands of high-bracket investors, leaving low-bracket
investors holding only financial assets. This occurs because the tax law
permits real assets to be depreciated faster than economic depreciation
would allow. 139 Such economically-accelerated depreciation tends to move
the tax treatment of real assets from an income tax towards a consumption
tax. 140 Because the tax savings from the preferential treatment of real assets are worth more to high-bracket taxpayers, they will end up holding the
real assets because these assets are worth more to them.
A classic example of portfolio distortion is rental real estate, both
commercial and residential, which tax considerations push into the hands
of high-bracket taxpayers. Rental real estate would seem especially well
suited for middle-class investors, including retirees, who can own and man·
136. BRADFORD, supra note 8, at 201-02.
137. Weiss, supra note 134, at 1958-62.
.
.
138. BRADFORD, supra note 8, at 203.
139. Even straight-line depreciation over the asset's life is accelerated relanve to econorruc
depreciation. CH!RELSTEIN, supra note 42, , 6.08(d), at 149.
140. See generally
6.08, at 145-49.

id.,
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age their own properties. However, these investors have to pay a prenuuzn
to purchase rental real estate because the tax deductions that are bundled
with the property are not worth as much to them. 141
The harm from the tax system's inconsistent treatment of investments
is exacerbated by the use of debt financing. 142 Current law taxes debt on
the income method. Thus, assuming that the marginal investor is in the
30% tax bracket, the before--tax interest rate in the hypothetical two-sector
economy would be 10%, providing an after-tax yield of 7%. For an investor in the 30% tax bracket, there is no opportunity to increase after-tax
returns by using debt. However, for the high-bracket taxpayer, such an
opportunity arises with the farming venture. The investor should borrow
$100 and invest it in farming. The borrowing will require an annual interest payment of $10. However, assuming that the investor has income that
can be offset by the interest deduction, the interest payment will generate a
tax saving of $5 for an investor in the 50% tax bracket, reducing the aftertax investment expense to $5. Since the farming investment returns $7 tax
free, the high-bracket taxpayer earns an arbitrage profit of $2 on no net
investment. Obviously, all high-bracket investors would like to obtain as
many farming assets as possible. This will increase the investment in farming, driving down its return still further. The arbitrage possibility disappears when the return on farming falls to 5% and all farming assets are
owned by taxpayers in the 50% bracket and are fully leveraged. Thus, the
introduction of borrowing increases the range in the equilibrium before-tax
return on investments by driving down the after-tax return of the taxfavored investment. Although the before-tax return on manufacturing is
10% both without and with borrowing, the possibility of borrowing reduces
the before-tax return on farming from 7% to 5%. Thus, the economic cost
of the inconsistent treatment of investment is greater when there is borrowing.14J
Moreover, the introduction of borrowing furthers the migration of taxfavored assets into the hands of high-bracket investors by raising the cost to
low-bracket taxpayers of investing in tax-favored assets. Thus, without
borrowing, it would have cost an investor in the 20% bracket a 1% reduc·
141. BRADFORD, supra note 8, at 218-19.
142. Auerbach, supra note 135, at 202-03.
143. The additional cost is the difference between the return on manufacturing, 10%, and
the return on the additional investment in farming, between 5 and 7%, that debt finance makes
possible.
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BRADFORD, supra note 8,.at 202.
tax shelter reduces current taxable income.
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no~~:.' a~.~t § 163(d) (1988 & Supp. V 1993).
149.

I.R.C. § 265 (1988 & Supp. V 1993).

150. Temp. Treas. Reg. § 1.163-BT (1993). Th . act of this provision on real estate tax
151 I.R.C. § 465 (1988 & Supp. V 1993fro).
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· . . . db
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CHJRELSTEIN supra note ,
· •
152. I.R.C. § 469 (1988 &. Supp. V 1993).
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substantially greater expenditures by the federal government in monitoring
taxpayer compliance. Of probably greater cost is the talent and effort of
taxpayers and their advisors employed in structuring taxpayers' affairs to
take full advantage of the available opportunities to minimize taxes. tS3
Substantial resources are also spent inlluencirtg the tax laws. 154
The complexity of the present hybrid has produced frequent criticisms
that it is unfair. The principal unfairness caused by the hybrid is the excess
returns to special tax clienteles, frequently high-bracket taxpayers. tss Also,
because the expertise required to navigate through the tax law is more readily available to the wealthy, they are better able to take advantage of the
tax benefits under the existing hybrid. 156 Finally, complexity combined
with the tax benefits that inconsistency makes possible invites the unscrupulous to engage in fraud. IS7
Viewed from almost any perspective, the current hybrid is a failure.
When measured against the five criteria, the current hybrid comes up short.
The current system is not neutral because it treats investments inconsistently, causing social rates of return to differ across investments. That
reduces the return on investment, which is arguably an important factor in
the nation's low rate of productivity growth. 158 Second, the tax system is
far from transparent. Perhaps the best known illustration of the opacity of
the current hybrid is that tax reforms in the early 1980s that were intended
to reduce the tax rate on equipment went further than intended and so had
the effect of subsidizirtg it. 159 Third, ·the lack of neutrality is exacerbated
by progressivity in the tax schedule, which is the cause of clientele effects.
BRADFORD, supra note 8, at 174-75.
This phenomena has been colorfully illustrated for the Tax Reform Act of 1986.
jEFFREY H. BIRNBAUM & ALAN S. MURRAY, SHOWDOWN AT Guca GuLcH: LAWMAKERS,
loBBYISTS, AND THE liNLII<ELY TRIUMPH OF TAX REfoRM (1987).
155. Weiss, supra note 134, at 1958-62.
156. Edward J. McCaffery, The Hoi, Grail of Tax Simplification, 1990 WIS. L. REv. 1267,
1281.
157. All of these concerns were succinctly stated by Professor Bradford:
The observed fact of individuals' reducing their current tax liability by such transactions
is, not surprisingly, offensive to the untrained observer. Consequently, complicated rules
are drawn to limit the extent to which an individual can partiCipate. It is doubtful that
such rules are necessary from the point of view of the substance of the matter as opposed
to the appearance. There is a question, however, about whether doctors and dentists (or
other high earning individuals) are well placed to evaluate the sorts of investments providing tax shelter, and there is certainly social waste involved in the maldistribution of
risk bearing, the talent devoted to the design and marketing of the schemes, and the
temptation to fraud in their complexity.
BRADFORD, supra note 8, at 203.
158. ld. at 221-22.
159. Gann, supra note 15, at 100.
153.
154.
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On the other hand, the current hybrid satisfies the fiscal policy criterion,
since investment can easily be stimulated or restrained by accelerating or
decelerating depreciation and by increasirtg or decreasing the investment
tax credit. Finally, giving the status quo the benefit of the doubt, it might
be feasible to assess tax liabilities because this is apparently being done
without an avalanche of criticism. 160 Thus, the existing hybrid fails to
meet at least three of the five criteria, including the critical requirement of
neutrality.

V. A BLENDED HYBRID
This and the following two parts each discuss a different hybrid tax
system that could serve as the basis for comprehensive reform. In each
part, a hybrid is first introduced and its operation described. Each hybrid is
then shown to be a hybrid of the realization income tax and either the
yield exemption or the cash flow method consumption tax. That discussion is somewhat technical. All of the parts conclude by assessirtg the
hybrid using the five criteria.

A. The Operation of the Hybrid
Professor Bradford was the first commentator to offer a hybrid tax. 161
Although more recently a proponent of a cash flow consumption tax, 162
in 1980 he argued against the existirtg hybrid but in favor of a hybrid tax of
some form. 163 In that article, Professor Bradford also offered a means of
implementing a hybrid. Although more an aside than a developed idea,
Professor Bradford suggested that ·a hybrid could be implemented by taxing
earnings at full marginal rates, and by taxing the return to savings at
reduced marginal rates. I call this hybrid the blended hybrid because savings are taxed at a blended rate that is between the income tax (taxation at
160. There is a lot of criticism of tax administration, but there does not appear to be much
criticism of administration that is directly related to the hybrid. There are, however, some parts
of the hybrid, such as the interest tracing rules, that are heavily criticized. See, e.g., id. at
120-22. On occasion, the current hybrid has required allocating income between capital and
effort in a manner similar to the criticism of the yield exemption method. For a discussion of the
problems in distinguishing income from capital and effort in the context of repealed I.R.C. §
1348, which set a maximum tax on earned income, see Michael Asimow, Secrion 1348: The Death
of Mickey Mouse?, 58 CALL. REv. 801, 835-860 (1970).
161. Bradford, sup!'a note 4, at 23-28, 38-40.
162. BRADfQJID, supra note 8, at 7, 312-15.
163. Bradford, supra note 4, at 64-67.
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full marginal rates) and the yield exemption method (exempt from taxes),
and I denote it using a subscript B.
The blended hybrid is similar to a number of recent proposals for
reform of the existing hybrid. Professor Weiss has argued in favor of replacing the existing single rate sChedule for income with separate schedules for
capital and labor income. 164 Professor Weiss's view is carried one step fur.
ther by Eric Zolt, who considers schedular taxes, differential tax rates on
several different kinds of income. 165 Although these authors do not characterize their proposals as hybrid income-consumption taxes, their proposals
are similar to the blended hybrid.
Returning to Professor Bradford's Characterization of the hybrid, his
description is incomplete, in that he did not discuss the depreciation sChedule to use with his hybrid. Fortunately, it is easy to supply the missing
piece. Because the income tax uses economic depreciation, any hybrid that
uses a single depreciation schedule and has the income tax at one pole must
use economic depreciation. 166 Accordingly, Professor Bradford's blended
hybrid uses economic depreciation and taxes the return from savings at a
reduced rate. 167
In form, the blended hybrid resembles the income tax. The difference
between the two is that the income tax subjects the return on saving to tax
at full marginal rates whereas the blended hybrid subjects that return to tax
at reduced rates. 168 Denoting by a the tax rate on investment income as a
fraction of the tax rate on earned income, T, the blended hybrid imposes a
tax at the rate aT on the return on savings. Thus, looking only at invest·
ments {excluding earnings), the blended hybrid is equivalent to an income
164. Weiss, supra note 6, at 208-09.
165. ERIC ZoLT, 5cHEDuLAR TAXES IN A GloBAL TAX SYSTEM (Working paper, 1993).
166. The depreciation schedule with the blended hybrid is given by:
DJ.f)

= Dj.t),

which is identical to the depreciation schedule with the realization income tax as given supra
note 74.
167. Compared to the existing hybrid, the blended hybrid decelerates depreciation, which
would move the tax system toward the income pole, and reduces the statutory tax on the return
from saving, which would move the system toward the consumption pole.
168. The blended hybrid combines the tax treaanent of the income tax and the yield exemption method. The yield exemption method can be· viewed as an income tax, and therefore using
economic depreciation, with a zero percent tax rate. Thus, the blended hybrid combines the two
methods' identical capital recovery provisions and their dilferent tax rates.
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tax with a tax rate of aT. 169 Because the income and consumption ex·
tremes tax earned income at full marginal rates, the difference being solely
in the treatment of savings, the hybrids, like the extremes, can be described
in terms of their treatment of savings.
The blended hybrid's hurdle rate for new investments is given by substituting aT for T in equation 1, the hurdle rate with an income tax:
hs

=

_r_.
l-en

(14)

Thus, the corresponding saving incentive ratio is given by substituting
forT in equation 6, the saving incentive ratio with an income tax:
p• = 1-n.

aT

(15)

Equation 15, which characterizes the blended hybrid, implies that the
saving incentive ratio is less than one for positive values of a and that the
ratio falls as a increases. 170 Thus, the ratio falls as the income tax com·
ponent of the hybrid rises.
B.

The Nature of the Blended Hybrid

I have asserted that the blended hybrid is a hybrid of the realization
income tax and the yield exemption method, with the income tax at one
pole and the yield exemption method at the other. Because the difference
between the income tax and the yield exemption method is in the treat·
ment of savings, any hybrid that combines the two must combine their
treatment of savings. In order to show that the blended hybrid is a hybrid
of the realization income tax and the yield exemption method, I first show
that the hurdle rate for the blended hybrid is a linear combination of the
hurdle rates for the two extremes, where a is the weight on the income
portion and 1-a is the weight on the yield exemption portion. I also show
that the polar cases for the hurdle rate with the blended hybrid are the
169.

The tax liability with the blended hybrid is:
TJ.t)

= cn[C(r) - DJ.t)],

which is a times the tax liability with the income tax and 1-a times the tax liabilitY (identically
zero) with the yield exemption method.
170. The wedge between the private and social return with the blended hybrid, W8 , is given
by:

w.

which is an increasing function of a.

=

Cl't,
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realization income tax when a= 1 and the yield exemption method when
a=O. Similar exercises are repeated for the two remaining hybrids.
It can be readily confumed by observation that the blended hybrid's
savings incentive ratio is a linear combination of the corresponding ratios
for the income tax and yield exemption method. That is, equation 15 is a
linear combination of equations 6 and 7, with the weights a and 1-a.l71
It, thus, follows that the blended hybrid is a linear combination of the
income tax and the yield exemption method. Moreover, for a=O, the
saving incentive ratio is 1, which is equivalent to the ratio for the yield
exemption method as given in equation 5. 172 Similarly, when a=1, the
blended hybrid's saving incentive ratio is 1-T, which is identical to that for
a realization income tax, as given in equation 6. 173 Thus, the blended
hybrid combines the income tax and the yield exemption method and it
has these taxes at its poles. 174

171. Equation 6, the saving incentive ratio from the income tax, is Pa = 1-T and equation 7,
the saving incentive ratio from the yield exemption method, is py= 1. Multiplying equation 6 by
a and equation 7 by 1-a, yields aPa = a{l-T) and (1-a)py = 1-a. Adding the last two equations together and rearranging terms yields: apR + (1-a)py = 1-aT, which equals Pa, the saving
incentive ratio with the blended hybrid, as given in equation 15.
172. The saving incentive ratio for the blended hybrid is given in equation 15: Pa = l-aT.
When a=O, the saving incentive ratio is 1, which equals the saving incentive ratio for the yield
exemption method as given in equation 7.
173. The saving incentive ratio for the blended hybrid is given in equation 15: Pa = l-aT.
When a= 1, the saving incentive ratio is 1-1', which equals the saving incentive ratio for the
income tax as given in equation 6.
174. Because the yield exemption method and the cash flow method have the same saving
incentive ratio, as do the realization and accretion income tax, showing that the blended hybrid's
saving incentive ratio is a linear combination of the realization income tax's ratio and the yield
exemption method's ratio does not establish that the hybrid uses the yield exemption as opposed
to the cash flow method or the realization as opposed to accretion income tax. That the various
hybrids all use the realization income tax, not the accretion tax, is obvious because they all use
economic depreciation. That they use a particular method of the consumption tax requires some
attention. The di1ference between the yield exemption method and the cash flow method is that
the former does not subject the NPV to tax whereas the latter does. Accordingly, a hybrid of the
income tax and the cash flow method would subject the NPV to tax at full marginal rates and
the ordinary return to tax at the blended rate whereas a hybrid using the yield exemption method
would subject both the NPV and the ordinary return to tax at the blended rate. Thus, to establish that the blended hybrid has the yield exemption method and not the cash flow method at
one of its poles it is only necessary to show that NPV of an investment will be taxed at a reduced
rate. This is easiest to see when a=O, in which case the entire return from an investment,
including the NPV, escapes tax, which establishes the claim that the blended hybrid has the
yield exemption method not the cash flow method at one of its poles.
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The Blended Hybrid Satisfies Three of the Five Desirable Criteria for a
Hybrid

This section evaluates the blended hybrid using the five criteria that a
hybrid should have that were developed in Part I.
1.

The Blended Hybrid is Neutral

The first of the five criteria is neutrality. A hybrid is neutral if it
partitions investments between acceptable and unacceptable investments
according to whether they produce a return above or below the hurdle rate.
The easiest way to see that the blended hybrid is neutral is to recognize that
the blended hybrid is an income tax on savings at reduced rates and that
the income tax is neutral. 175 Thus, the blended hybrid is also neutral.176
2.

Problems in Constructing a Hybrid Using the Yield Exemption
Method

This section addresses the next two criteria: tractability and fiscal
policy. The economic significance of constructing a hybrid using the yield
exemption method is that both the ordinary return and the NPV are subject to tax at the blended rate. Unfortunately, there are daunting implementation problems that come from trying to construct a hybrid that uses
the yield exemption method, because the NPV cannot be observed yet it is
subject to tax at a reduced rate.
175. See supra notes 87-88 and accompanying text.
176. This claim can also be demonstrated in a manner similar to what w~ d~ne for the tax
extremes. With the blended hybrid, the NPV of a one-period investment proJect

IS:

Substituting for r in terms of h,., equation 14, and simplifying the resulting expression implies
that:

Thus, the blended hybrid is neutral because all projects with a rate of return above the hurdle
rate are acceptable and all those with a return below that rate are not.
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made for the lawyer who owns her books and office equipment, the
mechanic who owns her tools, the taxi driver who owns her car, and anyone who pays for the capital she uses in her business. 182 The second shortcoming is related to the first. The hybrid restricts the use of fiscal policy
because the same kind of allocation problems arise when the tax treatment
is changed for new investment but not for existing investment.
Because of the blended hybrid's shortcomings, choosing between the
blended hybrid and the existing hybrid might be difficult. Although the
blended hybrid would eliminate the inconsistencies that are the cause of so
much inefficiency and unfairness, the blended hybrid would be difficult to
implement and enforce. These administrative difficulties might be expected to lead to inefficiency and unfairness as taxpayers redirect investment to take advantage of them. Although my intuition is that the harm
from the inconsistencies brought about by current law is so large that the
blended hybrid would be a marked improvement, it is difficult to be confident. Others who are more attuned to the administrative details of the tax
law might reach a different conclusion. Fortunately, the decision can be
avoided, because, in contrast to the blended hybrid, each of the next two
hybrids satisfies all five criteria. Therefore, because there are other hybrids
that are clearly superior both to the current hybrid and to the blended
hybrid, the blended hybrid is not an appropriate model for comprehensive
reform of the tax system.

VI. A SIMPLE HYBRID
A very simple means of implementing a hybrid tax is to divide the
recovery of investment into two parts one of which is immediately expensed and the other of which is recovered through economic depreciation
as required by the realization income. tax. The resulting tax is a hybrid
with the relative portions measured by the allocations. 183 This hybrid,
which I call the simple hybrid and denote by a subscript S, was first de182. Indeed, the problem is not limited to instances where the taxpayer owns her equipment.
The same problem arises with capital leases. In fact, it arises on both sides of a lease transaction.
Moreover, there is no theoretical reason why the alloeations on opposite sides of the lease should
be equal, further complicating administration.
183. Such a proposal is not equivalent to an investment tax credit {lTC). An lTC provides
for immediate recovery of a portion of the cost of new investment. However, the basis of the
asset is not reduced by the lTC. The full basis can be recovered, which permits a double recovery for the amount of lTC. Nonetheless, the cash flow method can still be more favorable than
depreciation with lTC. For unless the law provides a large lTC, depreciation or the discount rate
is very low, the immediate deduction with the cash flow method will exceed the present value of
the deductions with the lTC and depreciation together.
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scribed by Arnold Harberger and shortly thereafter by Professor
Bradford. 184 It was later briefly criticized by Pamela Gann. 185 These
three brief articles, each around a decade old, apparently are the only original discussions of the simple hybrid. 186

A. Operation of the Simple Hybrid
Denote the income tax proportion of the simple hybrid by "Y· For an
investment of B, the basis that receives economic depreciation is -yB. The
remainder, (1---y)B is immediately expensed, which produces a tax saving of
(1--y)TB. Thus, after the initial recovery of (1--y)B, the depreciation deductions are identical to economic depreciation but they are smaller, only "Y as
large. 187 Like the blended hybrid, the simple hybrid combines the income
tax treatment and the consumption tax treatment of investments in a single
tax system. The simple hybrid provides an immediate deduction of the
portion 1--y of the amount invested and allows economic depreciation to
be taken on the portion "Y· Thus, the simple hybrid combines the capital
recovery provisions of the realization income tax and the cash flow
method. 188
The effective reduction in tax on investment with the simple hybrid is
through the capital recovery provisions. Economic depreciation subjects
Bradford, sup.-a note 128, at 26-29; Harberger, sup.-a note 88, at 299.
Gann, sulJTa note 15, at 120-22.
In a book directed at the educated lay reader, Professor Bradford discusses the results of
article. See BRADFORD, supra note 8, at 213-20. This is the only other discussion of
that hybrid.
187. The hybrid can also be implemented by replacing economic depreciation with a first·
year allowance calculated to equal the present value of the anticipated future depreciation deduc·
tions. Implementing such a system of economic depreciation was originally proposed by Alan}.
Auerbach & Dale W. Jorgenson, lnflation-ProofDepreciation of Assets, HARV. Bus. REv., Sept.·
Oct. 1980, at 113. The principal advantage of allowing investors in real assets to talce their
depreciation deductions in the first year is that the tax treatment for depreciable assets is automatically adjusted for inflation. This occurs because their basis is then zero, eliminating the
overstatement of income brought about by inflation when depreciation is not indexed for infla·
tion.
188. The depreciation schedule with the simple hybrid can be written as:

184.
185.
186.
his 1981

D,J.t) = {

(1-y)B+yD.,(t), t=O
yD.,(t) , t>O.

At time zero, the investor receives both the immediately expensed portion of basis and current
economic depreciation because depreciation starts immediately with the income ideal. The
corresponding tax liability is:
Ts(t) = T[C(t) - Ds(t)].
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the ordinary return to tax, Accelerating depreciation by allowing an immediate full write-off exempts the ordinary return to tax. Thus, the larger the
immediate write-off, the larger the portion of the ordinary return exempt
from tax and the closer the hybrid comes to the cash flow tax.
The effect of the simple hybrid on the incentive to save is derived by
considering a bond issued at par that pays an annual coupon at rate h. 189
Because the simple hybrid subjects the entire coupon to tax, the after-tax
coupon equals the before-tax coupon multiplied by one minus the tax rate:
h(l-r). Under this hybrid, each dollar invested provides an immediate
deduction of 1---y. Thus, the after-tax cost of purchasing the bond is
reduced by the immediate deduction at the rate T on each fraction 1---y of a
dollar.
Thus, the after-tax cost of each dollar of face value is
$(1-r+yr). 190 Dividing the after-tax coupon rate by the proportional
after-tax expenditure and solving for h in terms of r provides the hurdle rate
for investments: 191
hs --

r(1-'t'+y't')
.
1-'t'

1-'t'
= ---.
1-'t'+y't'

B.
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The Nature of the Simple Hybrid

Since the simple hybrid combines the income tax and the cash flow
method's treatments of savings, it should come as no surprise that the
simple hybrid is a hybrid of those two methods in the same combination.
This is shown by examining the hybrid's saving incentive ratio. The saving
incentive ratio equation 17, is a linear combination of the ratios for the
•
•
193
income tax, equation 6, and the cash flow method, equat10n 7.
It can
also be readily confirmed by observation that the simple hybrid has the
realization income tax and the cash flow method at its poles. When y= 1,
the savings incentive ratio, equation 17, is 1-1', which is the savings incentive ratio for an income tax, equation 6. 194 When, y=O, the savings
incentive ratio, equation 17, is 1, which is the savings incentive ratio for a
cash flow method tax, equation 7. 195 Therefore, the simple hybrid is a
hybrid of the realization income tax and the cash flow method. 196

(16)

The corresponding saving incentive ratio is given by:
Pr
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193. Equation 17 is a linear combination of equations 6 and 7, where weights are not 'Y and
1 - .,, but a and 1 - a, with
a= _ __!Y_ _

(17)

and

Equation 17 implies that the saving incentive ratio is less than one for
positive values of 'Y and that the ratio falls as 'Y increases. 192 Thus, the
savings incentive ratio falls as the income tax component of the simple
hybrid increases.

1 -

a

= 1 - .,. +

r

(1-'t')h,

=--.
(1-'t'+y't')

Solving for hs in terms of r, yields the equation in the text.
192. The wedge is given by:

.

w: --

Y"

1 -.,. + Y"

'

which is an increasing function of 'Y for positive tax rates below 100%. Thus, the wedge between
the private and social return is greater the larger the income tax component of the simple hybrid.

Y

Multiplying equation 6 by a and equation 7 by 1-a yields:
apll

189. Thus, a $1000 bond will pay a coupon of $1000h. For example, if his 5%, the coupon
would be $50.
190. For each dollar of investment, there is an immediate deduction of $(1---y). This deduc·
tion is worth $(1--y)T. Thus, the after-tax cost of each dollar invested is $[1-(1--y)T], which
equals $(1-T+')'T).
191. The after-tax rate of return is given by dividing the after-tax coupon by the proportional
aher•tax return: .

Y" -

1 -.,. + Y"

=1

y(1 - 't')

- .,.

+

Y"

and
(1 - a)pc = 1 - .,. + Y" -

1 -.,.

+

Y"

Y.

Adding the last two equations together yields:
1 - ...
Ps = apll + (1 - a) Pc = 1 - .,. + Y" •
which establishes the claim that the saving incentive ratio with the simple hybrid is a linear
combination of the saving incentive ratios with the realization income tax and the cash flow
method.
194. When ')1=1, equation 17 becomes Ps = 1-T (income pole).
195. When ')1=0, equation 17 becomes Ps = 1 (consumption pole).
.
196. To establish that the simple hybrid combines the realization income tax wtth the cash
flow method and not the yield exemption method it is only necessary to show that the NPV of
an investment is taxed at the full rate. This is easiest to see for the polar case when 'Y=O. When
')1=0, the simple hybrid provides the taxpayer with an immediate write off of the full cost of
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C. The Simple Hybrid Satisfies All Five Criteria for a Desirable Hybrid
This section evaluates the simple hybrid using the five criteria for a
desirable hybrid described in Part I.

1.

The Simple Hybrid is Neutral

The simple hybrid is neutral because it partitions all candidate investment projects between acceptable and unacceptable depending upon
whether their before-tax return exceeds or is exceeded by the hurdle rate.
The NPV of an investment in an economy in which the simple hybrid is in
force is given by:
NPV ;

-C + C Y"' + [C, - C,(l-y)'t - (C, - C.,)y't]
o

o

(I +r)

.

(18)

Substituting for r in terms of hs using equation 16, and simplifying the
resulting expression, equation 18 implies that:

Equation 19 implies that the simple hybrid would divide candidate projects
according to whether their rate of return exceeds or is exceeded by the
hurdle rate. Thus, equation 19 implies that the simple hybrid is neutral as
de1ined in this Article. 197
2.

Advantages from Using the Cash Flow Method in a Hybrid

The simple hybrid would reduce the tax rate on investments without
t~e inefficiency and unfairness that· result from the hodgepodge of provisions that were enacted to encourage investment. As previously noted the
problem with trying to reduce the tax rate directly, as in the bl~ded
hybr~d, is that it cr~ates a difficult apponionment problem. The simple
hybnd overcomes this problem by subjecting only the ordinary return to tax
at the blended rate, as opposed to both the ordinary return and the NPV.
Like the NPV, the ordinary return can be difficult to observe. However,
purc~ase. Since such a write otf exempts the ordinary return from tax but taxes the NPV at full
margmal rates, the stmple hybrid combines the cash flow method not the yield exemption
method with the realization income tax.
197 · This result has previously been established by Professor Harberger. Harberger, supra
note 88, at 307-09.
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Professor Warren's observation of the substantial equivalence between the
cash flow and yield exemption methods of implementing a consumption
tax 1 198 suggests a route around this problem. Because immediately expens·
199
ing an item is equivalent to exempting its ordinary return fr~m ta:', it
follows that immediately expensing a portion of an investment 1s equtvalent
to exempting a portion of the ordinary return from tax. This in turn is
equivalent to reducing the tax on the ordinary return of the investment.
Thus, the simple hybrid provides an administratively feasible means of
reducing the effective tax rate on savings, which makes it possible for it to
satisfy both the tractability and 1iscal policy criteria.
The simple hybrid exempts the return of capital from the second level
of tax, subjects the normal return on investment to the second level of tax
at a blended tax rate, and imposes the second level of tax on the net pres·
ent value of the investment at full marginal rates. The simple hybrid thus
differs from the blended hybrid in that the simple hybrid subjects the in·
vestment's NPV to tax at the full rate instead of at the blended rate. The
fact that only the ordinary return on the investment is subject to tax at the
blended rate with the simple hybrid allows the simple hybrid to satisfy the
administrability and fiscal policy criteria, because it is unnecessary to decide
whether the NPV of the investment is greater and the earnings from effon
are less, or vice versa.
The greater administrability of the simple hybrid can be seen by
returning to the example of Betty, who started her business with a
$300,000 capital investment. Betty worked full time in the business and
earned $100,000 each year. Using the blended hybrid, Betty would be
required to allocate her earnings between effon, taxed at full marginal rates,
and return to capital, taxed at a lesser blended rate. Given the lower tax
rate on the return to capital, Betty had an incentive to allocate as much
income to capital as possible. Conversely, the government had the opposite incentive if it wanted to maximize revenue collection. The result was
an administrative nightmare. The beauty of the simple hybrid is that by
reducing the tax rate on the ordinary return only, the allocation problem is
eliminated. Since the returns to effon are taxed at the same rate as the
excess return to capital, it does not matter whether more (or less) can be
attributed to effort and less (or more) to capital. Since the ordinary return
is 1ixed, any change in the return to effort is exactly offset by an opposite
change in the NPV of an investment. Thus, because effort and NPV are

198.
199.

See supra notes 57-63 and accompanying text.
See supra notes 60-63 and accompanying text.
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both subject to tax at full rates, the tax liability is the same regardless of
how the return is split between effort and capital. Accordingly, Betty's
annual tax liability is easily calculated with the simple hybrid.
With an income tax, Betty would have taxable income of $81,176 in
year 1 and $79,294 in year 2. 200 With a cash flow consumption tax,
Betty would have a $300,000 deduction in year 1 to offset her $100 000
income. Thus, Betty would show a $200,000 loss for tax purposes in
1
and she would have $100,000 income thereafter. 201 With a simple hybrid
that is _70% income tax and 30% cash fiow method ('y=. 7), Betty's first year
deduction would be $103,117, producing a loss of $3117. Given her 30%
tax rate, Betty would receive a refund of $935. In the second year, Betty
would have a deduction of $14,494, 202 producing $85,506 income and a
tax liability of $25,652. Thus, unlike with the blended hybrid, there is no
complicated allocation problem with the simple hybrid, and so the simple
hybrid is tractable.

y:ar

The simple hybrid also satisfies the fiscal policy criterion. Assume that
in year 3, the government decides to spur investment by reducing the
income tax portion of the hybrid to 40% and increasing the cash flow
method portion to 60% for all investments made in year 3 or thereafter
leaving the tax treatments of earlier investments unchanged. At the be~
ning of year 3, Betty invests an additional $100,000 in her business and in
year 3, she earns $180,000. Assuming that the new investment is in the
same type of equipment as the earlier investment, the depreciation deduc·
tions would be one-third as large, because she is investing one-third as
much. As I illustrate next, the additional earnings do not have to be allocated between the old and new investment; which is accomplished automatically with the simple hybrid. This contrasts with the result using the
blended hybrid, which required that such an allocation be made but gave
Betty and the government opposing incentives in making that it.
Betty's year 3 gross income is $180,000. On her original investment
she receives a deduction of $15,944, which reflects the 70% income portio~
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for investments ·made prior to year 3. Because current investments are
subject to a tax that contains a 60% consumption portion, Betty also
receives a deduction of $60,000, 60% of her $100,000 current investment.
Betty also gets to deduct $2510, which reflects the 40% income portion f~r
current investments. 203 Thus, Betty's taxable income for year 3 1s
$ 101 546 the difference between her $180,000 gross income and her
'
'
$78,454
of
deductions, and she will pay $30,464 in tax.204 In year 4,
Betty again earns $180,000. Her deduction from her initial investment is
$17 538 and her deduction from her more recent investment is $2761. 205
Bet~'s taxable income is then $159,701 and her tax liability is $47,910.
Thus, the simple hybrid meets the fiscal policy criterion.
3.

The Simple Hybrid is Transparent

The simple hybrid satisfies the fourth criterion for a desirable hybrid,
transparency. The discussion of that criteria ~th respect. t~ the blended
hybrid applies here with equivalent force. The stmple hybnd ts transparent
because it would not be necessary to complicate it with the elaborate tax
rules that are written to limit taxpayers' ability to exploit inconsistencies in
the current hybrid.
4.

Progressivity

Much of the discussion of progressivity in the blended hybrid applies
here as well. The principal difference is that the variability in taxable
income created by the tax system is greater with the simple hybrid than
with the blended hybrid. The reason for this is that the cash flow portion
of the simple hybrid is immediately deductible.206 Accordingly, it would
203. Although this is calendar year 3, it is year 1 for the new_ investment. Thus, the ~co~
portion of the deduction for the new investment is one-thud of 40% of the deprectatton
deduction in the depreciation schedule for year 1 and not of the amount fo~ year 3. "!he amount
in the schedule for year I, $18,824, is multiplled by 40% because the hy~nd has~ mcomc ~~
tion of 40%, and then divided by 3 because the new investment is one-thud the stze of th~ ongt·
nal investment and the depreciation schedule was constructed for the larger $300,000 mvest·
taX

ZOO. Betty's income is the difference between her earnings of $100,000 and her depreciation
allowance of $18,824 in year 1 and $20,706 in year l.
20_1. A s~le hy~rid that h~ an income portion of 70% and a consumption portion of 30%
~rovtdes for an ~tate deductton of 30% of any amount invested and for economic depreciation of the remammg 70%. Thus, Betty's $300,000 iavestment produces an immediate write-off
of $90,000 and a first year depreciation allowance of $13,117 (=.7 x $18,824), which results in a
total deduction of $103,117 and a net loss of $3117.
202. In the second year, Betty receives a depreciation deduction of 70% of the amount that
$~~.~~d have received with a pure income tax. Thus, her deduction is $14,494 (=.7 x

m~~-

The calculations are as follows. Taxable net income is: $180,000- $(15,944 + 60,000
Tax due is: .3 x $101,546 = $30,464.
205. The deductions are calculated as follows. Seventy percent of $25,054 is $17,538 and
40% of $20,706 divided by 3 is $2761.
. . .
.
206. Of course, the tax induced variation with the simple hybnd ts sn_ll smaller than tt would
be with the cash flow method because the income portion of the hybnd smooths out taxable
income.

+ 2510) = $101 546.
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her CJ11Cial to use some form of cumulative averaging with the simple hybrid
.to ensure that implementation with a progressive tax regime would not
compromise neutrality. 2111 The failure to do so would create greater inconsistencies here than with the income tax because of the large first year
write-off's.
D.

Summary: The Simple Hybrid Satisfies the Five Criteria for a Desirable Hybrid

As described above, the simple hybrid is neutral, transparent and
tractable. The previous discussion has also demonstrated that the government has the flexibility of using fiscal policy by changing the income taxcash flow method mix of the hybrid. Moreover, neutrality is not lost when
the hybrid uses a progressive tax schedule. The simple hybrid, thus; meets
all five criteria for a desirable hybrid. Therefore, it is an appropriate model
for reform.

VII. COCA: THE REAL THING?
Unlike the blended hybrid and the simple hybrid, this last tax system
has neither previously been recognized as a hybrid nor has it been proposed
as a means of comprehensive tax reform. Instead, it has been offered as a
reform of the corporate jncome tax, especially the inconsistent treatment of
corporate debt and equity.
Commentators have been highly critical of the corporate interest
deduction, which plays an important role in the large advantage that exists
from issuing debt instead of equity. 208 The favorable treatment of debt
biases corporate financing decisions and wastes real resources. 209 That
207. Su supra note 100 and accompanying text. Thus, Professor Gann's criticism that the
simple hybrid cannot work with a progressive tax regime without compromising neutrality is
overstated. Gann, supra note 15, at 119.
208. See Harold Bierman, Jr., Debt, Stock, and]unk &nds, 41 TAX NOTES 1237 (1988); Peter
C. Canellos, The <:NeT-Leveraged Acquisition, 39 TAX LAW. 91, 115 (1985); Michael J. Graetz, The
Tax Aspects of Leveraged Buyouts and Orher Corporate Financial RestTUCturing Transactions, 42 TAX
NOTES 721, 721 (1989); Victor Thuronyi, The Taxation of Corporate Income-A Proposal for
Reform, 2 AM. J. TAX POL'Y 109, 115 (1983); Alvin C. Warren, Jr., Recmt Corporate RestTucturing
and the Corporate Tax System, 42 TAX NOTES 715, 717 (1989).
·
209. The favorable tax treatment of corporate debt over equity encourages corporations to
issue debt and avoid equity, biasing corporate 6nancing decisions. William D. Andrews, Tax
Neutrality Between Equity and Capital Debt, 30 WAYNE L. REv. 1057, 1058-64 (1984). In chaos~ how much debt to issue, corporations balance the tax saving from additional debt against the
mcreased bankruptcy costs. Because the tax savings are a transfer payment from the treasury to
investors whereas the bankruptcy costs are real resource costs, the favorable treatment of debt
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has led a number of commentators to propose equalizing the·-·.~·~..~...
of corporate debt and equity. 210 One such means of ~oing so is to ·~·· ·.·
a deduction for equity that is similar to the mterest deducU,ol\,
Although such a proposal is usually offered to improve the corporate
213
income tax, 212 under certain circumstances it defines a hybrid tax.
Moreover, this proposal can easily be extended beyond co~~te tax~ to
include personal taxes, in which case it could replace the extsttng hybnd as
the major comprehensive tax system.
A. The Operation of COCA
Edward Kleinbard has proposed scrapping the existing corporate
income tax system and replacing it with what he calls a statutory Cost of
Capital Allowance (COCA) system. 214 Under his proposed ~rat~ tax
system, a corporation would be provided with an annu~ deduction m an
amount that is equal to the product of its Invested Capttal and a statutory
COCA. A corporation, however, would not be able to ded~ct its .~ctual
interest expense. 2IS Thus, COCA would provide a corporation With an
annual deduction for all capital employed by that corporation, regardless of
whether the capital is debt or equity.
wastes society's resources. See Roger H. Gordon & Burton G. Malk.iel, Cmporate Finance, in
H
TAXES AFFECT EcoNOMIC BEHAVIOR 131 (Henry J. Aaron & Joseph Pechman eds., 1981~.
M~:aver, because debt is tax-advantaged, investment in projects that can ~pport a lot of debt ts
.ects that cannot support a lot of debt. Michael S. Knoll, Taxencouraged at the expense Of pro)
·
· - - J R' k Trw..- 38
ing Prometheus: How the Cmporate Interest Deduction Discourages lnnotliltum """
VILL. L. REv. 1461 (1993).

......,'&,

IS

.

210. Bierman, supra note 208, at 1238; Graetz, supra note 208, at 724; Thurony•, supra note
208, at 136; Warren, supra note 208, at 717-20.
211. Graetz, supra note 208, at 724; Warren, supra note 208, at 719.
212. See Graetz, supra note 208, at 723-24; Warren, supra note 208.
--'- ) A Co Of Capital
213, Su infra notes 221-223 and accompanying text.
214. Edward D. Kleinbard, Beyond Good and Evil Debt (And Debt H"""~s: . s~
.
Allowance s1stem, 67 TAXES 943, 946-47 (1989); Edward D. Kleinbard, Equity Derilllltwe Products.
Financial InJIOtlluian's Newest Ouillerige to the Tax System, 69 TEX. L. REv. 1319, 1363-68 (1991)
(hereinafter Kleinbard, Equity DerilllltWe Products).
.
1
th
215 In addition the corporation would not recognize income, expense, gam,. or ass on Mre
cash ftows generated by any hedging transaction, such as options, futures, and swaps.
·
Kleinbard's proposal was motivated by a desire to deal with the co~lex taX conse~uen:::ausedd
b an explosion of new financial instruments that corporations have read1ly
race ·
~ inbard Equiry Derillllrive Products, supra note 214, at 1320-22. For discussio~ why ~rpora
tio~ hed 'e. see Henry T.C. Hu, Misunderstood Derivatives: The Causes of Informatwn:U Failure and
the Pr~ of Regulatory Incrementalism, 102 YALE L.J. 1457 {1993); Cli1ford W. Sm1th, Jr. ~t al.,
Financial Engineering: Why Hedge?, in THE HANDBOOK OF FINANOAL ENGINEERING 126 (Cli1ford
W. Smith, Jr. & Charles W. Smithson eds., 1990).
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. The size of a corporation's COCA deduction would depend on two
uld
.
vanables. The fust, the statutorily determined COCA
a fixed fraction of the cost of capital Mr Kle"nh d, wo
approxnnate
. ld
.
.
1
!II' proposes using the
~u:~:i~do~Treasury obligations as a proxy for the cost of capital.Zl6
.
ers COCA as a revenue neutral replacement for th
porate mterest deduction Cons
tl beca
.
e corcurrently deductible wher~ diviJ!~er;,a~ents ~ ~::r~::aym~nts are
not, Mr. Kleinhard's statutory COCA would be less ~ the~ld are
Treasury obligations.
·
The ratio of the statutory COCA and the Yie
. ld on
Treasury obligations is the COCA fraction which would b el Yie hanon
one. 211
•
e ess t
The second variable, Invested Capital would include th .
,
Mr. Kleinbard t~es a balance sheet~=:~
to measurmg Invested Capital. Since a corporation's outstanding
. al
(the right side of its balance sh~t) must equal its assets (the left side d~e
balance _shc;t), he proposes usmg the aggregate adjusted tax bases of the
~~ti: sbassets as a measure of its Invested Capital. With one variable
etenrun
y s~tute and current macroeconomic conditions and the
l
second by accounting convention, a corporation could easily and a
calculate its annual federal income tax liability.
ccurate y
Although COCA has been proposed as a reform of the corporate tax
system only, COCA could serve as the basis for co rehens·
This would work by allowmg.
. . individuals a COCAmpded ti" tvbe taxed reformth.
. ed b
uc on as on e
dJUSt
aggregate
a
ases
of
their investments. Thus, Ior
c
. d·1·
"d al h
ch
example an tn
vt u w_ o pur _asc:s equity securities would receive a COCA deduction
each penod that 1S the product of the price paid for the securities d th
sta~tory COCA. Similarly, an individual who purchases a ma~e fo:
b~mess use ~ould receive a deduction that is the product of the machine's
·
adJusted
basts and the statutory COCA· Although t h e c._
ld od
unt mvestment
wou pr u~e no depreciation whereas the second investment would
duce econormc
. 15
_pr~
. depreciation, in both instances the COCA ded uct10n
m

outstandi~ debt and equity.

216. Mr. Kleinbard's justification for requir·
all
·
COCA rate, which is a fraction of the interest r~ on ~;oratiOns t?. use_ the same statutory
David Hariton that every borrower pays th
.
asury secunnes, IS an observation by
dilfi
. bo
e same mterest rate for the use f
.th
erences. m rrowing cost rellecting dilferent levels of risk. David p H . o money, _wl
Complex Financiallnstmments,43 TAX L REv. 731 (1988).
• anton, The Ta.xatwn of
217. The COCA fraction is the parameter tha
h
ed
hybrid between the income and consumption poles.t, w en vari • changes the character of the
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place of allowing the investor to acc:e1eratei1he'f'iec
investment through a more rapid depreciation
COCA, which is similar to several proposals
differential treatment of debt and equity by J)tiavi,difi
equity, 219 goes far in eliminating the harm caused.by
ment of corporate debt over corporate equity. 220 Hn•=""''""
interesting about COCA, and which to the •best of my
previously been recognized, is that it defines a hybrid tax that
an income tax to a consumption tax. Thus, COCA is not an
Mr. Kleinhard suggests but a hybrid that by varying one parant1etc!l~i;(
218. There is one major dilference irl the treatment of irldividuals and corporalions ~ith
COCA. The dilference occurs in the treatment of irlterest. unlilte cotporations, which would
receive no irlterest deduclion under cx:x::A, individuals should treat loan tranSactions like any
other transaction. Thus, mdividuals who make loans would irlclude the irlterest they receive but
would receive a COCA deducrion that is the product of the statutory rate and the loan principal.
To mairltairl neutrality, that treatment mUst be matched on the borrowing side by providing
borrowers a deduction that is the product of the statutory rate and the loan principal. 'The above
treatment is equivalent to denying a deducrion for and excluding from irltome the portiOn 1-}.. of
the irlterest on the loan. When the tax treatment of irlvestments is consistent and matches the
tax treatment of debt, then there are no irlconsistencies irl the tax system, and therefore no
possibility of using debt to exacerbate inconsistencies, which is the source of so mUch harm with
the existirlg hybrid. See supra notes 142-152 and accompanying text. Thus, when .debt is subject
to .the same hybrid tax treatment as other irlvestments, neutrality is preserved when debt is irltroduced. Accordingly, an irltegral aspect of all of the hybrids described in this Article would be to
subject debt to the same tax treatment as other investments.
219. Mr. Kleirlbard's proposal is similar to the Ofle put forth in INs1TIUT'E FOR FisCAl.
5nJDJES, EQUITY FOR COMPANIES: A CoRPoRATION TAX FOR THE 1990's (IFS Capital Taxes
Group Commentary No. 26, 1991). It is also essentially equivalent to a proposal made by James
Poterba that a percentage of all capital, deined as the book value of debt and equity, be deducti·
ble. James M. Poterba, The Cost of Capital Omsequences of Curbing Colpordte Borrowing, reprinted
in The Tax Policy Aspects of Mergen and Acquisitions: Hearings &fure the HbuSe Committee on Wa,s
and Means, 101st Cong., 1st Sess. 140 (1989). Professor Poterba's testimony is based on a joint
study. HATSOPOULOS ET AL., supra note 18. Mr. Kleinbard's proposal is also consistent with
Rebecca S. Rudnick's conclusion that cotporate issuers should be permitted a deducrion for the
irlterest component of equity as well as the interest on debt. Rebecca S. Rudnick, Who Slwuld
Pa, the Onpurate Tax in a Flat Tax World!, 39 CAsE W. REs. L. REv. 965, 1268 (1988-89); see
also Kleinbard,· Equiey DerivatWe P,.oducts, supra note 214, at 1365 n.135. It also resembles a
suggesrion made by Professor Bradford. See BRADFORD, supra note 8, at 238.
220. The welfare loss from irlcreased bankruptcies due to encouraging debt over equity was
estimated to be $3.2 billion ir11975. Gordon&. Malkiel, supra note 209, at 112. That estimate
amounts to about .24% of consumption and about .2% of gross national product. Jane G.
Gravelle, Qwpordte Tax Integration: Issues and Optimu, CRS Rep. for O>ngress 10 Oune 14, 1991).
Moreover, because the costs of fmancial distress substantially exceed those of bankruptcy, that
estililate is probably too low. See ROSS ET AL., supra note 25, at 454-61. An additional cost to
society of the dilferential tax treatment is the elforts of sophisticated and clever tax attorneys and
irlvestment bankers that go into designing new financial instruments irl order to take advantage
of that dilferentiaL BRADFORD, supra note 8, at 17lr-75. Mr. Kleinbard, who is one of the leading tax attorneys irl this area, should be commended for making a proposal that would sacri6.ce a
portion of his own practice, because that practice assists some socially wasteful activity.
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statutory COCA, can become an income tax, a cash flow tax, or a hybrid
between the two. The reason that aspect of COCA's nature has been
overlooked is because, unlike the previous two hybrids, COCA does not
reduce the tax burden on investment by combining the consumption pole's
capital recovery provisions and tax rate with the income pole's.
B.

The Nature of COCA

COCA is a hybrid with the income tax at one pole and the cash flow
tax at the other. It is easy to see that COCA with a fraction of zero is
identical to an income tax. The taxpayer is taxed on the basis of her
income with no relief provided by COCA. However, with a fraction of
one, COCA does not resemble a cash flow tax. The taxpayer is not taxed
on the basis of her cash flow. The effect, however, is the same because
COCA with a fraction of one is equivalent to the government paying
market interest on the taxpayer's deferred deductions. Together, the effect
of deferring a $1 depreciation deduction and paying market interest on the
deferred deduction is equivalent in present value to an immediate deduction of $1, regardless of when the depreciation deduction is taken. Under
such a COCA, items that are depreciated generate full deductions, which is
what occurs with a cash flow tax. Similarly, items that are currently
deducted (e.g., most wages, training expenses, and energy and material
costs) would remain deductible. Thus, both would generate full deductions
as with a cash flow tax. Since a cash flow tax differs from an income tax in
that with a cash flow tax, capital expenditures produce an immediate full
deduction, the present value of any deduction for an expenditure made
with such a COCA equals what it would be with a cash flow tax. Thus,
even though the timing of the depreciation deductions under COCA
resembles that under an income tax, COCA is economically equivalent to
a cash flow tax.
The immediately preceding discussion provided the intuition for the
claim that COCA is a hybrid of the cash flow method and the realization
income tax. Following the discussion of the two previous hybrids, that
intuition is now generalized in order to establish that COCA is a hybrid of
the cash flow method and the income tax, with those two taxes at the
poles.
COCA provides a deduction on the imdepreciated portion of every
asset at a statutorily-set capital cost. Denoting the statutorily-set capital
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b . th coCA at any date t, written COCA(t), is the product of i and
costasset's
Y J, basis
e at that date, denoted B(t'
) 221 which 1·s given by-•
the
COCA(t) = iB(t).

(20)

.
th
b. t of this Article is comprehensive tax reform, not
Smce e su Jec . . co rate tax the assumption that a COCAmerely reform of the extsti~ I ~ I ent~ is used to derive the hurdle
like system is compre~enstve y tmp em Co ider a riskless coupon bond
rate for investments m the ecoalnomy.
tnsrate h· Let i be the statutory
d
tha
an armu coupon a
K·
issue at par
tApaysd d
t COCA by a subscript K. Since the coupon
.
h aft t return on the
rate for the COC an eno e
is taxable and the COCA generates a deductton, t e er· ax
bond is given by:
r

= h..:(l-~) + i~.

(21)

th
ts we can write i as a function of hK: i =
Since i and hK are bo cocconsAtan '
rtion of the riskless interest rate;
as a propo
.
(1 X)h Thus 1-A is
K·
'
th COCA fraction. The choice of A is not acct·
.
f th h b ·d 222 Thus solv·
1-A is also referred to as e
. metaxporttono
e yn.
'
dental; A represents the_ mco
223
ing for hK in terms ofT ytelds:
(22)

221.

The asset's basis is the d~~ce between the price paid and the accumulated deprecia·

tion COCA uses economic deprectanon.
·tai moves from one to zero, the COCA
2i2. As the fraction applied to the
of cap• rate interest deduction. For intermedi·
the .
albeit one w1 out a corpo
. loser to
approximates
m~me tCOCA
ax,
is a h brid of income and consumption taxes. 1t IS c
a
. Y.
ate values of the fracnon,

c~tht

.
th loser the fracnon IS to one.
.
..
· 21·
consumpnon
tax, e c
.
. b substituting (1-A)~ for 1 mto equanon ·
223• The derivation of equation 22 begms Y
r =

hx(l-~) + hc(l-.t)~ ·

Gathering terms of h,c, the previous equ~tion can be rewritten as:
7

Thus, solving for

~

=

he- hch

=

in terms of r yields equation 22.

{1-.t~)hc.
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The corresponding saving incentive ratio is:
P.- =

r

II =
c

1-l't.
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Substituting for r in terms of h,c using equation 22, equation 24 implies
that:

(23)

It is clear from ol?servation that equation 23 is a linear combination of the
saving incentive ratios for the income tax and the consumption tax equ~
tions 6 and 7, with the weights 1-X and X. 224 It is also clear that the
polar cases correspond to the income tax and the consumption tax. m
Therefore, COCA is a hybrid of the realization income tax and the cash
flow method. 226

Equation 25 implies that COCA is neutral because it will lead investors to
accept all projects with a rate of return in excess of the hurdle rate and to
reject all projects with a rate of return below that rate.
2.

COCA Yields the Advantages from Using the Cash Flow Method in
the Hybrid

C. COCA Satisnes the Five Criteria for a Desirable Hybrid
This sectioll evaluates COCA as a comprehensive tax using the 6.ve
criteria for a desirable hybrid.
1.

COCA is Neutral

Like the other two hybrids, COCA is neutral because it partitions all
pro~e~ between acceptable and unacceptable depending upon whether a
proJects rate of return exceeds or is exceeded by the hurdle rate. The NPV
of a one-period investment in an economy in which COCA is in force is
given by:
NPY

-c
o

+ [(1 -1:}C1 +C0(1 +r)'<]

-

1+r

-

(24)

224._ The saving incentive ratio for the realization income tax, equation 6, is PK = 1-T and
the
tax • equation 7 • 15
· mcen·
• p -1 EquatiO"n 23 the
· ratto· for
ti the cash flow con..,mntion
·---.c- ·
. ,
savmg
ttve ratto. or~ PK = 1->..r, is claimed to be a linear combination of equations 6 and 7,
where >.. IS the wetght on equation 6 and l->. is the weight on equation 7. If tru this · li
~t P". = >..(1-r) + (1->.). Rearrartging terms yields PI( 1->..r, equation 23, the ~ving~C:C:
t1ve ratto for COCA, which establishes the relationship.
225. Wh~ >.=0, the saving incentive ratio for COCA, equation 23, becomes Prl, which
~uals the ratio forth~ consumption tax, equation 19. When >.=I, the· saving incentive ratio
ecomes >.." = 1-r, whtch equals the ratio for the income tax, equation 18.
226. To establish that_ <DCA combines the realization income tax with the cash flow
me~od and ~t with the yteld exemption method it is only necessary to show that the NPV of
at_:mvestment IS taxed at_the full ~te. This is easiest to 5ee for the polar case when >.=0. When
ll-0, ~e.
d~uctton provtdes the taxpayer with interest at the market rate on deferred
depreclll~on, whtch IS ~onomically equivalent to an immediate write off of the full cost of pur·
chase:- Smce such a wnte off exempts the ordinary return from the tax but taxes the NPV at full
mar~m~l ra~es, <DCA combines the cash flow method not the yield exemption method with th
reahzatton mcome tax.
e

=

C0<::A:

That COCA satisfies the tractability and fiscal policy criteria can be
illustrated by returning to the example of Betty. Using the same numbers
as were used to illustrate the simple hybrid, a $300,000 investment,
$100,000 annual income, equipment that has a 10-year useful life, a riskfree interest rate of 10%, and a hybrid that has an income tax component
of 70% (X=.7), Betty will receive a COCA deduction of $9,000 in the 6.rst
year. The deduction is the product of the adjusted bases of the equipment
at the start of the year, $300,000; the interest rate, 10%; and the cash Bow
method proportion of the tax, 30%.221 In addition to the COCA deduction, Betty will receive an $18,824 deduction for the 6.rst year's depreci~
tion of the equipment. Thus, Betty will have taxable income in the 6.rst
year of $72,176 and a tax liability of $21,653. At the start of the second
year, the equipment will have a basis of $281,176. The COCA deduction
will be 3% of that amount, $8435. Betty will also receive the second year
depreciation allowance of $20,706. Thus, Betty will have taxable income
that year of $70,859 and will pay $21,258 in taxes. Thus, COCA is tract~
ble because Betty's tax liability can easily be calculated.
The example further assumed that the government reduces the income
tax portion of the hybrid from 70% to 40% for all investments made in year
3 or thereafter and that Betty invests an additional $100,000 that year and
sees her annual income increase to $180,000. The adjusted basis of the
original equipment at the beginning of year 3 is $260,470, and it generates
227.

The COCA is given by:
= B(t)xrxl.

COCA(t)

Substituting, this becomes:
$30(),00() X

.1

X

.3 =

$9()00.
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a COCA deduction of $7814. The original equipment also generates a
depreciation deduction of $22,777. The new equipment has a basis of
$100,000, its cost, at the beginning of the year. The COCA deduction for
the new equipment is the product of the adjusted basis, the risk-free interest
rate, 10%, and the cash flow portion of the tax, 60%. Thus, the COCA
deduction is 6% of the new equipment's adjusted basis, or $6000 in the 1irst
year. The new equipment also generates a depreciation deduction that year
of $6275. Accordingly, Betty's taxable income in year 3 is $137,134 and
she pays $41,140.

ity requires a ctimulative averaging scheme. Even so, one characteristic of
COCA is that it tends to smooth out taxable income relative to an income
tax. The reason for this is that economic depreciation increases over time
whereas the COCA deduction decreases over time as the adjusted basis
falls. Accordingly, because COCA and the depreciation deduction move
in opposite directions, the inconsistencies brought about from not adopting
cumulative averaging would be even less with COCA than with the
income tax.

Therefore, COCA allows the taxing authorities to distinguish new
investments from old investments and subject the two groups to di1ferent
tax treatments. By changing the COCA fraction, the authorities can
directly increase or decrease the incentive to undertake new investments
without directly changing the benefits from earlier investments. 228 This
will permit government authorities to use fiscal policy to influence the
economy.

D.

3.

COCA is Transparent

Summary: COCA Satisfies the Five Criteria for a Desirable Hybrid

Like the simple hybrid, COCA satisfies the five criteria for an accept·
able hybrid. First, COCA is neutral. Second and third, COCA is tractable
and it satisfies the fiscal policy criterion. Fourth, COCA is transparent.
Fifth neutrality can be maintained in the presence of a progressive tax
regi~e. Therefore, COCA satisfies the five criteria for a desirable hybrid
and is an appropriate candidate for reform.
CoNa.USION

Uke the blended hybrid and the simple hybrid, COCA satisfies the
transparency criterion for a desirable hybrid. COCA would replace accelerated depreciation and it would eliminate the need for many of the complex
~les that the current hybrid contains to limit the tax incentives it provtdes. Although the deduction might seem unfamiliar at 1irst, it is quite
simple. The implementation of COCA would not require difficult allocations nor would it require any significant increase in record keeping. The
latter is because the COCA deduction is a given multiple of the book value
of eligible assets and the book value is already needed to calculate depreciation and any gain or loss on sale.

4.

Progressivity

As with all of the tax poles and hybrids discussed in this Article,
implementation of a progressive tax regime without compromising neutral228. I use the term directly because encouraging or discouraging invesanent will effect the
returns from long·term invesanents that had been previously made. This is easiest to see when
the ne~ capital ~ a perfect substitute for the old capital, and when the return to capital is a
decreasmg function of the c~ital stock. Under these assumptions, increasing the statutory
~ would reduce the dfecttve tax rate on new capital encouraging more invesanent, thereby
drivmg down the return on all capital, including previously invested capital

Several decades ago, the federal income tax more closely resembled the
income tax pole than it does today. In the intervening years, numerous
provisions have been enacted in order to encourage various investments.
These provisions have been limited by other provisions designed to prevent
taxpayers from exploiting these provisions. The resulting complicated and
contradictory quilt of provisions is the current hybrid that has been so
roundly criticized because of the negative economic effects that flow from
its inconsistent treatment of investments. Yet a consensus has not emerged
in favor of either pole and recently several strong arguments have been
made in favor of a hybrid tax of some form. If a hybrid is both inevitable
and desirable and if the existing hybrid is unacceptable, the question that
arises is what should the comprehensive tax system look like.
By addressing that question, this Article has helped prepare ~e way
for comprehensive tax reform. This Article describes and analyzes tn broad
terms three possible hybrid tax systems that tax investment consistently.
Because they are all neutral, the adoption of any one of the hybrids would
eliminate the wealth-reducing and growth-retarding inconsistencies that
plague the current system.
.
The blended hybrid, which would reduce the tax rate on mvestme~t
income haS received the greatest academic attention. It is, however • tn·
tractabie and fails the fiscal policy criterion because of the impossibility of
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allocating returns between capital and effort and among various invest•
ments, as it requires. Two alternatives avoid these pitfalls and provide
greater promise. The simple hybrid, which would supplement economic
depreciation with an immediate write off of a given fraction of the invest·
ment, and COCA, which would supplement economic depreciation by
providing a deduction based on the undepreciated portion of a taxpayer's
assets, could serve as models for comprehensive reform.
The evaluation of the three hybrids using the five desirable criteria for
a hybrid is described below:
Tax Hybrid
Criteria

Blended

Simple

COCA

Neutrality

Yes

Yes

Yes

Tractability

No

Yes

Yes

Fiscal Policy

No

Yes

Yes

Transparency

Yes

Yes

Yes

Progressivity

Yes

Yes

Yes

Table III-Summary of Evaluation of Three Hybrids
Because the simple hybrid and COCA both satisfy the five desirable criteria
for a hybrid, either hybrid could provide a foundation for a transparent,
efficient, administrable, and fair comprehensive tax system. It is, therefore,
possible to have a hybrid tax system that is fair, efficient, and administra·
ble.

